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ERRATA 


Page 20, Table 4: Other Utilities 1963 
Canada Controlled % “95” should read “96”; 
Other Controlled % “2” should read “—” 


Page 25, Table 9: 1946-1967, last % column: 
Ath line “3” should read “33.8” 
5th line should read “20.3” 


Page 26, 3rd line “from” should read “by” 
Page 59, 3rd line “side” should read “size” 


Page 78, footnote 4: “Since the late 1970’s” should read “Since 1970,” and add after 
the sentence: “Furthermore, the pattern which had been estab- 
lished in 1969 was not reversed in 1971, even though temporarily 
reversed in the last half of 1970.” 


Page 88, footnote 13: 2nd last line: “outflows” should read “payments”; 
last line: “inflows” should read “receipts” 


Page 101, 10th line from top: “bank;” should read “banks” 
16th line from top: “syndicate.” should read “syndicates.” 


Page 199, 6th line from top: “opposed” should read “approved” 
Page 237, 10th line from bottom: “outflows” should read “payments” 
Page 341, 18th line from top: “cost” should read “case” 


Page 351, Table 53, heading: “PAID” should read “PAIT” 
5th line from bottom “Conclusion” should read “Conclusions” 


Page 368, 2nd line from top: “may be” should read “may not be” 
Page 451, 3rd line from bottom: “mechanisms’s” should read “mechanism’s” 
Page 504, 17th line from bottom: delete the words “ownership interest” 


Page 509, 16th line from bottom: “point” should read “joint” 
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Foreword 


In the spring of 1970, the Honourable Herb Gray, P.C., M.P., was 
given the responsibility of bringing forward proposals on foreign investment 
policy for the consideration of the government. To assist him in this task, 
a working group was later established by the government to prepare back- 
ground material and to examine certain factors which should be taken into 
account in the government’s consideration of this issue. This document, 
prepared by the working group, is being published to help public under- 
standing and discussion of the matter. 

The document, while being published under the authority of the 
Government of Canada, is not a statement of government policy nor should 
it be assumed that the government endorses all aspects of the analysis 
contained in it. 
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Chapter One 


INTRODUCTION 


THE PROBLEM OF FOREIGN DIRECT 
INVESTMENT IN CANADA 


The degree of ‘wan onesie and control’of economic activity is 
already substantially higher in Canada than in any other industrialized 


country and is continuing to increase. es ieee 

Nearly ee eect Canada is foreign controlled 
and in some manufacturing industries such as petroleum and rubber products 
foreign control exceeds ninety per cent. Sixty-five per cent of Canadian 
mining and smelting is controlled-from abroad. Approximately eighty per 
cent of foreign control over Canadian manufacturing and natural resource 
industries rests in the United States. 

In terms of tofal national wealth, the proporti rtion controlled by non- 
residents may be of the order of ten per cent. But spout total 
business activity in Canada is undertaken by foreign-controlled enterprises. 

y The bulk of this heavy foreign direct investment in Canada has occurred 
| since the end of the last war, pe ence ee played an important 
role in the growth of the Canadian _economy Over the past quarter century. 
i It has provided ready access to Capital, entrepreneurship, managerial skills, 
i new technology and, in many cases, to markets abroad. Foreign investment 
has resulted in enterprises being undertakenin-Canada which would not 
|p exist. It has contributed in an important way to the growth of 
production, employment, incomes and government revenues in Canada. 
Foreign investment has also brought with it a number of major problems, 


, 


which have become a matter of increasing concern to many Canadians over 


the past decade and more. 
Although steps have been taken in the past to deal with some of these 
issues, many problems remain unresolved and are likely to assume even 


larger proportions in the years ahead unless effective measures are adopted J 


to deal with them. 

The high and growing degree-of-foreign control of Canadian business 
activity can affect the balance )between the manufacturing and resource.sec- 
tors of the Canadian economy, and between the various sectors of manu- 
facturing. The investment decisions of foreign-controlled corporations tend to 
reflect the laws and industrial priorities of foreign governments and economies 


y 


which, in turn, influence Canadian industrial priorities. These objectives and 
priorities of foreign corporations and governments do not appear to have 
conflicted in a significant way with Canadian economic goals in the past, 
but the anticipated high level of demand for resources by foreign economies 
could lead to undue emphasis on resource development in the coming decades. 
This, in turn, could impose major limitations on the ability of Canadians in 
future to formulate an industrial development policy geared to Canada’s 
own particular growth and employment objectives. fe 


The high level of foreign direct investment also affects the structure 
of Canada’s Harufachie he sagieoe Manvel corporations invest in 
Canada to extend the market for their manufactured goods. They tend to 
produce a wide range of products in § uns to supply the Canadian 
market only. Furthermore, Canada canes e locked into accepting a 
pattern of innovation and technological development which has its origins 
abroad. These tendencies add to the relatively high costs in the Canadian 
economy stemming from a variety of domestic factors and result in the 
establishment of dependent-manufacturing operations which, in many cases, 
are not in a position to compete internationally. 

The substantial degree of foreign investment in Canada has also carried 
with it other significant economic and social costs—some of them intangible 
and difficult to measure, some of them not even readily apparent. Direct 
investment by foreign companies has led to establishment in Canada of 
“truncated” enterprises, in which many important activities are performed 
abroad by the parent or other affiliated firms. Foreign controlled firms do not 
seek to perform certain tasks in Canada, with the result that Canadian skills 
and capacities are not developed adequately to support foreign or Canadian 
controlled enterprises. This reliance on external sources for many of the 
inputs of industrial activity has meant a lesser development of Canadian 
capacities—and perhaps even a stultification of these capacities. 

Even the truncated ‘foreign subsidiary frequently makes a contribution 
to the Canadian economy through the part it plays in increasing production 
and employment—both directly and indirectly. The truncated form of 
operation tay—make economic sense and represent an efficient form of 
international specialization. Indeed, the degree of truncation may, in part, 
reflect the underlying costs of production hr-Catadar and the truncated 
subsidiary may have achieved as efficient a form of production as could be 
expected, given Canada’s relative cost er eee degrée of truncation, 
however, may also reflect a number of external factors, as indicated below. 
But the essential point—and. hat is central to an understanding of this 
study—is that truncated subsidiary operations usually lack the Capacity and 
opportunity over time to develop the full range of activities normally assoc- 
iated with a mature business enterprise. 

Tae 

Foreign direct investment has by no means been the sole cause of 
Canada’s shortcomings in developing an efficient, productive, well balanced 
and innovative economy that is capable of meeting international competition 


on equal terms both at home and abroad. Nor would a reduction in foreign 
direct investment resolve these problems because the economy would 
continue to be strongly influenced by external forces. ——— 


Past Canadian tax, tariff, competition -and-other economic policies have 
contributed to the creation or perpetuation of weaknesses evident in the 
economy and the resulting high costs in a number of industries, even though 
these policies might have been justified in terms of other objectives or 
circumstances existing at the time of their adoption. These high costs inhibit 
the sound and healthy growth not only of Canadian owned companies, but 
also of foreign owned companies, and reduce the~potentiat-bénefits from 
foreign direct investment. It must be emphasized, however, that these general 
policies serve a number of other government objectives, so that they cannot 
necessarily be drastically reframed to achieve the objectives associated with 
foreign direct investment. SPER i 


—— 


-~ 
a 


In addition to these domestic factors, however, the potential for broad 
development of the Canadian economy has_also been limited by a number 
of exterfial factors. These include the imperfections in world markets result- 
ing from the existence of international oligopolies, the policies of foreign 
governments which work agajnst~Canadian interests, the possible distortions 
and biases of that postwar phenomenon, the multinational enterprise 
(MNE), and the committed investment costs of foreign parent companies 

_in other locations. oe RE Pe oo d 


ees wa 
| If foreign direct investment merely created problems, it would | be a simple 
\matter to deal with it, all foreign investments could simply be blocked. But 
/in many cases foreign investment is a aia cen penn 


|| Since foteign investment will likely continue to be an important factor in 
_\Canada for €ars to come, Canadians must explore alternative means 
lof reducing the cost of foreign investment and increasing to eatest 
\\extent possible the benefits which it can bring to the nation over the long 
\term. —_——<— a 

\ These would include cestode oat policies aimed at increasing the 
efficiency of the Canadian economy as a whole by reducing the level of 
(os}))and also more specific measures to reduce cerfain gaps in Canadian 
Capacities and stimulate the development of vigorous, efficient, well-managed 
and innovative Canadian owned companies that are fully capable of meeting 
foreign competition at home and abroad. 

But they would also include policies aimed more directly at increasing 
the benefits to be derived from foreign direct investment by reducing or 
overcoming the limitations that stem, not from economic factors originating 
in Canada, but from factors that reflect the nature of the international 
market place and of international corporations. The importarice of moving in 
this direction is underlined by the increasing internationalization of some im- 
portant sectors of industry, and the growth of the multinational enterprise as 


an institutional development of foreign direct investment. Many United States 
companies, for example, built their first foreign branches in Canada but now 
have branches in many countries. The existence of production facilities in 
various countries increases the power and flexibility of the multinational enter- 
prise (MNE) in its dealings with the Canadian government. It also intensifies 
the problems of truncation by reducing the likelihood of the MNE moving 
more activities to Canada, particularly since other governments actively inter- 
vene to control non-resident owned corporations in their jurisdiction. The 
bargains other governments strike with an MNE may have an adverse impact 
on Canada, particularly if Canada lacks similar bargaining levers or does not 
choose to use them. In pursuit of its own economic objectives, it is necessary 
for Canada to develop policies and techniques which take full account of the 
nature and structure of the multinational enterprise, turning them to the 
maximum advantage possible for the Canadian economy. 

In examining the impact of foreign direct investment on Canada’s poli- 
tical, economic and social development, three key issues emerge. The first 
relates to the kind of economy and environment in which Canadians want 
to live and work. Can the Canadian people and their governments develop 
the sort of stimulating and innovative environment that will result in a less 
truncated and less marginal economy? Can they develop the kind of economy 
that will help to keep creative Canadians in Canada and to reduce the 
present heavy reliance on the ideas and technology of others? The second is 
whether our economic structures, institutions, and policies provide the 
necessary tools for Canada to control and direct its national priorities. The 
third is the distribution of the costs and benefits from foreign direct invest- 
ment between Canada, the foreign investor, and the foreign investor’s own 
economy. 

The discussion which follows addresses itself to these questions. It sug- 
gests that there is a pressing need for the Canadian government and the 
Canadian people to take stock of the present situation, particularly in view 
of rapidly changing circumstances at home and abroad, and to consider 
measures that will permit Canada to exercise greater control over the do- 
mestic environment, to obtain a larger share of the benefits from foreign 
direct investment, and to achieve greater Canadian participation in the 
economic life of the nation—measures that will at the same time help to 
promote even stronger growth of the Canadian economy. Measures designed 
to achieve these ends should make some contribution as well to the develop- 
ment of a more stimulating and innovative Canadian society. 


OBJECTIVES OF THE STUDY 


The objectives of this study are: 

(i) To analyse the impact of the high degree of foreign control of 
Canadian business over Canadian development and the implications 
this has for the capacity of Canadians to control the national 


economic environment; that is, to make and implement decisions 
for the welfare and benefit of the 22 million Canadians living 
within our borders. This involves consideration of the extent to 
which domestic economic policies and the domestic environment 
have contributed to present problems. 


(ii) To canvass the range of policy options that might enable Cana- 

dians: 

(a) to exercise greater control over the national economic envir- 
onment; 

(b) to maximize the benefits and minimize the costs to Canada 
of foreign direct investment; and 

(c) to retain and increase Canadian ownership of business activ- 
ity where this is feasible or desirable for economic, social, 
cultural, or other reasons. 


—< Greater domestic control, maximum net benefits from foreign invest- 


ment, and Canadian ownership of business activity are not being sought for 
their own sake, but to help achieve Canada’s basic aims as identified in the 
government’s recent review of foreign policy: 


—foster economic growth; 

—safeguard sovereignty and independence; 
—work for peace and security; 

—promote social justice; 

—enhance the quality of life; 

—ensure a harmonious natural environment. 


This study is intended to explore a number of measures in relation to 
foreign investment that might contribute to the achievement of these objec- 
tives. The policy options put forward for consideration are also designed to 
take account of a number of other important government objectives. In 
particular, careful attention has been given to the need for: 
(i) economic growth and employment, including regional economic _ 
development; oa | 
(ii)_good federal-provincial relations; 
(iii) the maintenance of access for Canada to the best available tech- 
nology and other inputs; and 
(iv) industrial efficiency. 


FOCUS OF THE STUDY 


In examining the problems associated with foreign direct investment, it 
became apparent that the achievement of the Canadian objectives ultimately 
requires an efficient and dynamic economy to attract and hold the necessary 


. | pa 
business and industriakactivity. Such an environment would make it econom- 
ically practical for all companies, including those that are foreign controlled, 
to locate more activity in Canada—for example, by undertaking more pro- 
duction of components, more goods for éxport or more research and develop- 
ment—and would strengthen the government’s hand in pressing them to do so. 


The general competitiveness and efficie the Canadian economy— 
including both the foreign and Canadian contro tors—is in the long 


tun determined by the framework of general economic policies, which the 
government is constantly seeking’ to improve. In addition, policies /aimed at 
remedying specific deficiencjes in the economy would also improve the poten- 
tial Gee ibaa soe tertne direct investment and support Canadian con- 
trolled enterprise. Improved Canadian capital markets, managerial skills, and 
technological capacity, for example, would all contribute to the achievement 
of these aims. Policies specifically designed to foster the devélopment of 
Canadian owned enterprise might also help to offset some of the particular 


disadvantages which they now face. Shem it 
While much could be accomplished by action on both these fronts, it 
also became apparent from the analysis that a number of resid ms 


would remain unresolved because of distortions in the international market- 
place, the policies of other governments and the nature and structure of large 
international companies. It was concluded that considération should be given 
to taking further steps aimed at dealing in a more specific way with the 
problems of foreign investment. Three alternatives have been_ put forward. 
These involve: os 


(i) the introduction of a fofeiea nich haere review process 
through which a government agency would be empowered to nego- 
tiate for better performance from certain categories of foreign 
direct investors (for example, further processing), and with the 
authority to block investment that does not make a net contri- 
bution to the Canadian economy or that does not accord with the 

; Ballers of the government; ——_ aa 

(ii) the delineation of further key sectors in which foreign ownership 
would be regulated; and 

(iii) the introduction of across-the-board ownership rules, such as 51 
per cent Canadian ownership and other changes relating to the use 
of Canadian managers and directors. 


At various points in the study, these thrée alternatives are mentioned and 
their effectiveness in dealing with the problems under discussion is considered. 
Particular attention has been given to defining a role for a review process, 
which emerged from the analysis as one of the most effective ways of dealing 


with a number of the problems that arise out of the substantial degree of 
foreign investment in Canada. 


It should be pointed out that each of the three broad approaches out- 
lined above—improvements in general economic policies, the introduction of 


10 


‘Se 


specific measures aimed at remedying gaps in the economic system, and 
limited administrative intervention to deal with residual aspects of foreign 
direct TS RO a a and reinforce each other. Increasing 
efficiency and lowering cos d make possible better_economic perform- 
ance by both Canadian and foreign owned companies. Such a development 
would, in turn, put the government in a better_positionto foster the growth 
of Canadian owned enterprise through specific remedial measures and to 


press foreign owned companies to reduce the costs and increase the benefits 
to the economy of their operations in Canada. vaer 
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Chapter Two 


THE GROWTH OF FOREIGN INVESTMENT 
IN CANADA 


HISTORICAL DEVELOPMENTS 


External capital has always played an important role in Canada’s his- 
tory. In the earlier years, non-residents supplied much of the money needed 
to build our railways, canals, roads and other public utilities. They were 
also instrumental in the development of new mineral deposits, some manu- 
facturing industries, new sources of power, as well as being an important 
source of government finance. 
| Prior to World War I, external capital constituted a higher proportion | 
of capital employed in the economy than at any time since. In relative terms, 


therefore, this was the time when foreign investment made its greatest con- | 


tribution to the economy. 

Despite this heavy reliance on external capital, foreign control of Cana- 
dian business (apart from railways) was not great in the half-century fol- 
lowing Confederation because much of it came in the form of debt securities, 
rather than equity. During that period, the London bond market was the 
main source of Canada’s foreign capital. There was some direct investment 
from abroad, but it appears to have constituted no more than a third of total 
foreign investment. 

The situation changed after the outbreak of World War I. The United 


| States replaced the United Kingdom as Canada’s major supplier of external 
Jicapital. Since then the United Kingdom has played a relatively minor role 


in supplying Canada’s capital investment needs. 

Between 1914 and 1930, United States direct and portfolio investment 
in Canada grew rapidly. For reasons outlined in the following chapters, United 
States investors showed a greater interest in direct investment than those in the 
United Kingdom. The United States investors also tended to concentrate in 
particular sectors, including the extractive and processing industries, auto- 
mobile manufacturing, pulp and paper production, non-ferrous metal mining 
and refining, and the manufacture of electrical apparatus and supplies. At 
the same time, Canadian governments, municipalities, utilities and private 
companies turned increasingly to the New York money markets for their 
borrowings. By 1930, United States capital investment in Canada was roughly 
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57 per cent in portfolio (principally debt) and 43 per cent in direct invest- 
ment (principally equity). 

The decade of the thirties was a period of relatively low investment 
activity in Canada and both United Kingdom and United States investment 
declined, both through the repatriation of Canadian securities owned abroad 
and withdrawals of capital placed in direct investments by non-residents. 


Very large capital expenditures were, of course, made during World 
War II, mainly connected with the war effort, e.g., to expand or establish 
industries producing aluminum, nickel, other metals, chemicals, electronic 
products, aircraft and ships. These were largely financed from Canadian 
sources. British investments declined by about $750 million during that 
period, offset by a growth in United States investment of a similar amount, 
of which about half was direct investment. 


Between 1945 and 1967, the book value of United States long-term 
investment in Canada rose from just under $5 billion to $28 billion, with the 
direct investment portion increasing from around $2 billion to $17 billion. 
About half the increase in United States direct investment during this period 
was for the development of Canada’s natural resources. A large proportion 
of the investment in resource exploitation reflected the needs of the United 
States investors for raw materials for their processing and manufacturing 
plants in the United States. These captive export markets were a particularly 
important factor in a number of developments, as the very heavy capital costs 
involved were apparently very difficult to justify without assured markets for 
the output, such as was the case for the Quebec-Labrador iron ore fields and 
newsprint, and sufficiently large markets were not then available in Canada. 
This so-called “backward vertical integration”—the integration of the earlier 
stages of the productive process—by United States processors and manu- 
facturers had the practical impact, in some cases, of reducing the likelihood 
of further processing activity of Canadian natural resources in Canada. 

The remainder of the direct investment from the United States was 

largely in manufacturing, for the starting up of new enterprises, the expansion 
of existing plants and the takeover of Canadian firms. 
: As for the growth in portfolio investment of about $8 billion, about 
half was in government bonds, with the remainder divided largely between 
Canadian stocks and corporate bonds, payments in respect of the Columbia 
River Treaty, mortgages, real estate and other miscellaneous items. 

Table 1 below shows some of the changes and trends in foreign invest- 
ment in Canada over the past seventy years. It illustrates the swing towards 
direct investment and the growth in the relative importance of United States 
investments. Direct investment comprised sixty per cent of total foreign capital 
invested by the end of 1967, compared with thirty per cent in 1926. United 

_ States investment accounted for 81 per cent of total foreign capital invested 
in Canada in 1967, whereas it was only 53 per cent in 1926. 
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RECENT TRENDS AND THE CURRENT EXTENT OF FOREIGN 
CONTROL OF CANADIAN BUSINESS ACTIVITY 


Two sets of Canadian statistics are available regarding the current 
extent of foreign ownership and control of Canadian business. These are the 
International Investment Position data collected by the Balance of Payments 
Section of Statistics Canada and the Corporations and Labour Unions Returns 
Act (CALURA) data, also compiled by Statistics Canada. While these two 
sets of statistics differ in concept, coverage and yardstick employed, both 
contribute to an appreciation of the extent of the ownership and control of 
domestic industries by non-residents. 

The Investment Position statistics compiled on foreign ownership and 
control go back to 1926. The most recent figures are for 1967. The CALURA 
data only go back until 1962 and the most recent statistics are for the year 
1968. 

Table 2 shows the growth in the degree of foreign ownership and foreign 
control since 1954 in selected industries. These aggregate data include most 
of the non-agricultural industrial economy except the financial industry and 
illustrate the degree of growth in both foreign ownership and foreign control 
experienced between the mid-1950’s and 1967. They also suggest a more 
rapid growth in foreign control than in foreign ownership. Table 2 also indi- 
cates that United States controlled firms account for 80 per cent of foreign 
control. 

TABLE 2* 


ESTIMATED BOOK VALUETt, OWNERSHIP AND CONTROL OF CAPITAL 
EMPLOYED IN SELECTEDt CANADIAN INDUSTRIES 
YEAR ENDS, 1954-67 


Total CANADA US. OTHER 
Capital —— __—_-§ 

Year Employed Owned Controlled Owned Controlled Owned Controlled 
($billion) $ % $$ & SS Gi RMS YE 
1954; ee 28.2 (Oe) (83 AlN) 7p oll PB) 16.9) py el Te Ue eee 
960 tee eee ee 45.6 29.9 66 30.4 67 Wil af PO) OYE 3.69) Jy See 
19630 ee 51.8 segs) Gp)» Sail és 14.6 28 14.1 27 3.7) 7 326 aa 
1964-2 eas Sp)6e) 35.8 65 36.4 66 SSS 28 lon ON 27 358 id) 40M, 
1965) 2%. 2 60.0 38.8 65 39.5 66 NTfs?5 PAY NG ,92 Syl 40 6 4.4 7 
1966), 9a. eee ais 7/ 42.3 64 43.1 66 Jheyese AS) TAC) dy 42) lee 44) ee 
196] TL6 46.4 65 46.8 65 2059 es 29192928 4.4 6 5.0 7 


*SourcE: DBS. 
{The book value of long-term debt and equity (including retained earnings) employed in enter- 
prises in Canada expressed in billions of dollars. 
{Selected industries include manufacturing, petroleum and natural gas, mining and smelting, 
railways, other utilities and merchandising and construction. 


Two factors probably tend to reduce the scope for further sharp in- 
creases in foreign control: the degree of foreign control of Canadian business 
in the economy is already very high; secondly, of the capital employed by 
Canadian controlled firms, about one-third is in government enterprises. — 
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Nevertheless, it is noteworthy that the 1967 (the most recent year) data 
showed a further small increase over 1966. 

Moreover, a recent unpublished Statistics Canada analysis, based on 
Investment Position data, suggests the possibility that further increases in 
foreign control may have been experienced in 1968 and 1969. The analysis 
revealed that gross savings and net savings of foreign controlled firms, as a 
percentage of total gross and net savings for the selected industries covered 
in Table 2, increased sharply between 1965 and 1969. In 1968-69, 42 per 
cent of both gross and net savings in these selected industries were generated 
by the foreign controlled firms, even though they employed only 35 per cent 
of the capital. This apparently did not reflect a substantial improvement in 
total earnings of foreign controlled firms as compared to Canadian controlled 
firms. It was instead a consequence of a very sharp reduction in dividends 
remitted by foreign controlled firms to parents, particularly by the automotive 
firms, in order that they might maintain their Canadian capital investment 
programmes. This suggests that when the 1968 and 1969 Investment Position 
data become available, they may show a further small increase in foreign 
control. 


RECENT TRENDS AND THE CURRENT EXTENT 
OF FOREIGN CONTROL OF CANADIAN 
BUSINESS ACTIVITY: CALURA DATA 


Table 3 below shows the importance of non-resident ownership in the 
economy, except the financial industry. It indicates that in 1968 non-resident 
owned firms owned 34.2 per cent of all Canadian corporate assets! in the 


TABLE 3* 


CORPORATIONS 507%, OR MORE NON-RESIDENT OWNED 
TOTAL NON-FINANCIAL INDUSTRIES 


Taxable 
Assets Equity Sales Profits Income 
$ $ $ $ $ 
Year Million % Million % Million % Million % Million % 
96S. 2M ME) SKY 15,076 40.0 29,478 34.6 2,522 46.0 1,694 48.6 
196622... 31,794 37.4 16,414 40.7 33530 7S oaiL 2,660 44.1 1,624 46.4 
L9GIEA: cea: 35,244 38.0 7 973N 41: Si 35959589 5520 2,618 43.8 1,561 44.6 
1968T........ 39,675. 39.6 19,948 43.2 40,623 36.6 3,195 47.4 1,974 47.1 
1968f........ 39,923 34.2 20,051 40.3 40,744 35.1 3,216 43.8 2,001 47.7 


* SourcE: CALURA. 

+ Before inclusion of exempt corporations. 

¢t After inclusion of exempt corporations reporting under federal legislation other than 
CALURA and of government enterprises which operate in the non-financial industries. 


1A certain proportion of the assets of the non-financial firms which are non-resident 


owned represents investments in and claims against affiliated firms. These affiliates report 
separately to CALURA. Hence there is some double counting of assets. 
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non-financial industries and 40.3 per cent of corporate equity, made 35.1 per 
cent of corporate sales, earned 43.8 per cent of corporate profits and 47.7 
per cent of taxable income. ' 

CALURA also publishes figures on non-resident ownership for all indus- 
tries, including the financial industry. Owing to statistical problems, these 
data are a less reliable guide to non-resident ownership than those cited 
above. This latter source, however, is the base for the often publicized $50 
billion needed for “buying back” Canada. This figure, or more precisely the 
figure of $50.8 billion in the 1968 CALURA report, does not represent the 
book value of foreign direct investment in Canada, owing in part to the fact 
that this figure contains extensive double counting. The value of assets of 
non-financial firms in 1968, after all double counting has been removed, is 
estimated at $33.1 billion. 

Even this figure does not represent the book value of foreign direct 
investment in Canada. Many non-resident owned firms have minority Cana- 
dian shareholders. The assets of others include debts owed to Canadians. In 
short, any figure which one might select as representing the book value of 
foreign direct investment in Canada would require a precise indication of 
what was included and excluded by this expression. An estimate somewhat 
below $30 billion (in 1968) might be a fair indication of the order of magni- 
tude in that year. Such an amount, incidentally, is not unlike the figure on 
foreign ownership of capital employed in the Investment Position data in 
Table 2, if one extrapolates the trend in that table through to 1968. 

But even this does not tell what the cost of any “buy back” policy 
would be as it reflects book value, not market value. No estimates have been 
done on the market value of foreign direct investment in Canada. For 
example, a major consideration influencing the market value is whether the 
initiative for the purchase of the controlling shares of a firm rests with the 
buyer or the seller. If all foreign investors in Canada became concerned about 
the Canadian economic or political environment and decided to get out, the 
pressure to sell would be such that many would have to settle for much less 
than book value. On the other hand, if Canadian entrepreneurs were to decide 
that they wanted to acquire a large number of foreign controlled firms, they 
might well find themselves obliged to pay substantially more than the book 
value, or even current market value, to get controlling interest in some of 
these firms. 

In summary, a figure a little below $30 billion (in 1968) is a reasonable 
estimate of the book value of foreign controlled firms. No estimate is avail- 
able on current market value and even if one were it would not necessarily 
be a good indicator of the cost of “buy back”. 


FOREIGN CONTROL: SECTORAL BREAKDOWN 


in ee te, eee Ss 
Both the International Investment Position data and the CALURA data 
provide further information by sector on the degree of non-resident partici- 


pation in the Canadian economy. a “Ya 


18 


— ——— 


1 


Details from the international Investment Position data are set out in 

Table 4. It shows that the areas of greatest concentration of direct foreign 
peta cain Sate 

investment are in manufacturing and natural resources. Non-resident control 
in manufacturing is estimated at 57 per cent at the end of 1967, with $11.8 
billion of the $20.5 billion total capital employed controlled by non-residents. 
Residents of the United States controlled $9.4 billion (or eighty per cent of 
the capital employed which was controlled by all non-residents). — __ 

Of the $9.7 billion capital employed in the pétroleum and natural gas 
industry at the end of 1967, again using Investment Position data, $7.2 bil- 
lion, or 74 per cent, was controlled by non-residents. United States residents 
controlled $5.8 billion (or 81 per cent of the capital aoe which was 
controlled by all non-residents ). eee 

In mining and smelting, total capital employed _was_$5. 2 billion, of 
which $3.4 billion (65 per cent) w ntrolled by non-residents. Residents 
of the United States controlled $2.9 billjon (or 85 per cent of the capital 
employed which wa trolled by all non-residents). In all three instances 
the degree of ade as exceeded the degree of foreign ownership. 

The Investment Position data show trends by industry grouping since 
the early 1950’s. They reveal that between 1954 and 1967 foreign control 
grew in manufacturing, oil and gas and mining, but declined area 


railways. 
Table 5, based on the Te cae provides figures on the 
percentage of non-resident ownership in various industries as measured by 
ee 


assets, sales, profits and taxable income. 

Within the manufacturing industries, Re Pe Seite is greatest 
in the petroleum genera ees industry. The others in which there 
is very great non-resident ownership include: rubber products, transport 
equipment, tobacco and chemicals. In each case four-fifths or more of the 
assets, sales, profits and taxable income are accounted for by non-resident 
ownership. Other industries in which non-resident ownership exceeded one 
half of industry assets include machinery, electrical products, and primary 
metals. 


In contrast, the industries in which Canadian ownership is greatest 
include: furniture, printing and publishing,” leather products, wood, food 
and beverages, textiles and clothing, and non-metallic mineral products. 


Taking manufacturing industries as a whole, nefi-resident owned ~firms 
accounted for a higher proportion of profits and taxable income than for 
sales; and in fourteen of the eighteen manufacturing industries shown, the 
profitability of non-resident owned firms in relation to sales was greater 
than for resident owned firms. While the absolute data are not sufficiently 


2The value and size of the printing industry is greater than the value and size of the 
publishing industry. This helps explain why the “Printing and Publishing Industry” can be 
largely Canadian owned, in spite of the high degree of foreign control of Canadian publishing 
houses. 


19 


TABLE 4* 


ESTIMATED BOOK VALUE**, OWNERSHIP AND CONTROL OF CAPITAL 
EMPLOYED IN SELECTED CANADIAN INDUSTRIES, 
YEAR ENDS, 1954-1967 


Total CANADA USS. OTHER 
Capital SS 
Year Employed Owned Controlled Owned Controlled Owned Controlled 


($billions) $ % S$ % $2 Co 36% SG, Sr vo 


Manufacturing 

19 54brre ees 8.3 4.4 53 4.1 49 3.1 37 3.4 41 0.8 10 0.8 10 
[9608 2. 12.2 5S 450 oe ae al 5.1 41 5.4 44 14) Tl Ses ats 
196340 13.7 6.2 46 5.5 40 6.0 44 6.3 46 1.4. 10° 1394 
196490: 14.8 6.8 46 5.9 40 6.5 44 6.8 46 1.5, 10 221g 14 
S656 eens: 16.7 7.8 47 6.9 41 Jas) 445 075146 1652 19 2c 
1966203. 18.7 $78! 47 7.943 8.3 44 8.5 45 16% 49%, De2mete 
1967 eee 20.5 9.9 48 8.8 43 9.0 44 9.4 45 1:6 8 2:4012 
A nee aces 1.0, 40) 0.8) -31 hae BYP kerk AS/ OsleS, Oe 
19600 6.1 2e3) 38 lO 27 3.27 53 3.9f 64 OSs, 9° 0-679 
1963.28 ee 7.6 Pio Hh Pal Pe: 4.0 53 4.6 61 0.8 10 O.9 11 
19645 2=. oe, 7.9 32038 wees 4.0 51 4.7 60 OFSic1l tl Om 
LOGS. cxsserstes mess 8.3 5 rm ORE fe we? an 5 9 47 / 4.2 51 4.8 58 hay 172 1.37 15 
1966.0 ee. ee 9.1 sh eeey) 9 Pas) Ae Atlee Sipe. 4 59 1h 12 | 1249S 
1967. Se eee 9.7 37a 38 e226 4.9 51 5.8 60 1.1 11 1.4 14 
Mining/Smelting 

NOS 4 eee 1.9 0.8 44 0.9 49 0.9 48 0.9 49 02 8 — 2 
19608 cco 353 1153: 40 eles if SY leek Se 0:3 8)" 0° 30mES 
19632-2450 3.8 125 394168 -41 ZO S37 2220052 0.3) 8: ...0:3 057 
1964 s.r 4.1 ee 40 le eed Peele sah Al Ral 0.4 <9 «0.3 05RRee 
1965 oe ee 4.4 1.8 41 1.7 40 GARG AER BYE 0:4), 8, 0.3s 
1966: soe. 4.8 220 "Aly Ties 8s 2°55 SIM 4256953 0.4 8 O04 9 
19672. eee aie? 2 0239: wIleS 7835 Dats W259" E56 0:5 10\). OxSeeo 
Railways 

195440 eee 4.1 27 66.20 OS 036) 51500 s i 2: 0:8 19°” ae 
1960. oe 5.3 3.9 74 5.2 98 ONS) poe Oe lee: 0.9 17 — = 
196320.seere ce ayes) ALI i8P sore = 98 OFS “9980. 1ae a? 0713 — — 
1964. ees 53 AtD” 19S 2098 O48 Onl ee 0.7 13 — =& 
1965: ee 5.3 4:2 80 5.2 98 O;4e See Oc eee 0612 Sa 
19662425) oe 5.4 As 380" 9553 798 Oran eSmeOal, 5 0.6 12 —) — 
1967 4.ccceeecees 5.5 4.5 81 5.4 98 OA eSae Oeil 72 0:6 11) = 
Other Utilitiest 

1954 ee 53 4.6 86 4.9 92 O}Gn12 S024 57 01 2 — 1 
1960 xe Aes? D2 Jeo eeSGu Scie oS Jel 12) 0.4) 4 0.2 2, (One 
1963 3s eS 9.8 86 10.8 95 1:4 13" 0:4 4 Of1) 71) (OnE 
1964) 2 1223 O32 85a 18a 96 2: Oi 6 OLS a4 O11 o1 <= 
1965 trae eee 13.4 Vie teeeseel2eoe oO Veo RCE? MOS eye er. 0.1 1 —_- — 
1966~ fects 14.9 122 82142 6 ISG OSS xd! 0.1 1 — 
1967... 16.2 13e2 STP S595 279) F 18a 0] 5 0.1 1 O14 — 


*SourceE: DBS. 


**The book value of long-term debt and equity (including retained earnings) employed in enter- 
prises in Canada expressed in billions of dollars. 


+New series. 


{Utilities include air, road, water and urban transport, telecommunications, and hydro-electric 
utilities and many of the large Crown Corporations. 
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— 
accurate to enable us to put forward precise figures on the comparative 
profitability of Canadian and non-resident owned firms, the generally 
higher profitability of non-resident owned firms doesténd to lend strength 
to the earlier analysis regarding the ability of the foreign controlled firm 
to exploit its distinctive advantages in Canada. ne 
Finally, it is also evident from the data that the high technology indus- 


tries are generally non-resident dominated. 
Pos awe 


TABLE 5* 


Percentage Majority of Non-Resident Ownershipt 
as Measured by 


Taxable 
Manufacturing Industry Assets Sales Profits Income 

RO@AFAN GL DEVELAPES 55.0 hc. csaodete esse. ass ts eet acseet Il PUY 30.1 3225 
BOO ACCOM nee ete Rn cts resteaceees 84.3 19.9 82.7 83.3 
RAO OCEADLOCUCIStrteerrctcsreve stance eros ausanianeedeaects: 93.1 91.4 90.0 88.4 
EA ENETADLOCUCUS maancesa an concrete eels ae soe ore 22.0 21.4 PIS 2 Zire 
BOX TRCHITICUISEEICS ee censs ce care ae terns as se nes o.oo 39.4 28.5 54.4 54.3 
\yidovoyel 2 Rowe 9 Senne peter a oam Gee Tee ore eee ee 30.7 22.0 23.6 22.9 
[LUV TENDERS 3h olsce to Oa ee a eae ee am eae 18.9 15.6 ‘20.8 Pa?) 
Printing, publishing and allied...........0..00.0..00.0..... 21.0 13.8 22.3 O32 
Papemandpallicdsprocucts ses...) er see 39.4 41.4 40.6 40.2 
itiiaLy siti tal Genet een ene eer sce Spas! Sie 62.4 64.3 
Ber AP OLICACIING 0 hoch 0. dnt tete tse ecco sbess nics — 46.9 45.2 65.0 63.1 
NIACHINGr VR eT Rear ea! 71.8 T256 78.9 88.3 
ransporcequipments . chim iciie tes e-cee ee 86.6 90.5 89.9 88.5 
Blectricalkproducts eeriecem eee. 64.2 62.8 78.2 88.0 
Non-metallic mineral products.......................00:: Sle 42.3 47.0 53.1 
Petroleum and coal products.............2..sc-e:es--0-+- 99.5 98.9 98 .6 99.4 
Chemicals and chemical products. ...........cc0..000.0- 81.5 81.3 89.6 89.4 
Miscellaneous manufacturing. ...................0:006 B18}, See 1PIBA 72.6 

Total—All Manufacturing......................... 58.0 54.7 63.6 62.9 


*SourcE: CALURA, Annual Report 1968. 

+The figures for all the industries in Tables 5 and 6 include information from corporations, 
except for financial industries, which are exempt from the provisions of CALURA, but which 
report to the federal government under other federal legislation; it also includes information 
from government enterprises. The figures for the financial industries may be less reliable 
owing both to some double counting among reporting firms and the absence of any data 
from others. 


Yin Wie 

In mining, again according fo CALURA, almost 63 per cent of assets, 
60 per cent of sales, 55 per cent of profits and 47 per cent of taxable 
income are accounted for by non-resident owned firms. Thus, in terms 
of assets and sales, non-resident participation is greater in mining than in 
manufacturing. 
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On the other hand, large parts of the remainder of the economy 
remain predominantly Canadian owned. 


TABLE 6* 


Percentage of Majority Non-Resident Ownership 
as Measured by 


Taxable 
Industry Assets Sales Profits Income 
Pay SYST (OL (0) a es ae ak i = Re nr eee rR 14.5 ties 134 17.9 
BIREANISPOLLA GION ereenctn te eee tee tec seen oe on soe eae se 8.9 EES 26.5 25.6 
GommunicatiOns......=...:-uee esas oeeci ia 1.0 et (0). 31 The: 
Rublicgl tities, feet ens ee eee Dei 8.0 8.1 28.6 
Wholesale trade.............. ee. eee 27.9 27.4 30.1 30.6 
Retailrtrade--et = een ete eee 20.5 18.6 17.8 32.8 
Binanciallimadustriesee. ote ee eee eee 1228: al 4 19.2 14.6 


*See footnotes under Table 5. 


REGIONAL DISTRIBUTION OF FOREIGN 
CONTROLLED FIRMS 


It should be noted, with respect to Table 6, that several of the indus- 
tries are ones in which there is a large public investment (such as power, 
gas, water and transportation) or restrictions—ea_foreign investment (finan- 
cial institutions) or both public investment and restrictions (communications). 
It should also be noted that the figures in Table 6 probably overstate the 
degree of non-resident ownership, as a significant amount of the investment 
capital in some of these industries is in unincorporated businesses which do 
not report to CALURA. 


Data contained in the 1968 CALURA report, based upon statistics on 
taxable income, provide some indication of the regional distribution of 
foreign owned firms. While taxable income is only one of several possible 
indicators of regional distribution, it is probably as good as any other single 
one which might be chosen.* 


As might be expected, Ontario and Quebec, as the two most important 
centres of industrial activity were, for the most part, also the most important 
centres of foreign ownership. In the case of Ontario, this also reflected the 
fact that foreign ownership in that province was higher than the national 
rate in the manufacturing and mining sectors and either close to, or above 
average in most other sectors. Foreign ownership in Quebec was somewhat 


* The limitations of taxable income as a criterion for measuring the regional distribution 


of foreign ownership are set out on pages 35 to 37 of the Report for 1968, Corporations and 
Labour Unions Returns Act, Part I. 
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below national levels in all sectors except services and utilities. Table 7 
below shows the relative importance of foreign owned firms to each region 
by industrial sector using the criterion of taxable income. 


TABLE 7 


PERCENTAGE OF CORPORATIONS TAXABLE INCOME EARNED IN EACH 
INDUSTRIAL SECTOR* AND REGION ATTRIBUTABLE TO NON-RESIDENT- 
OWNED COMPANIES, 1965-1968 AVERAGE 


Atlantic 
Industrial Sectors Provinces Quebec Ontario Prairies BNC. CANADA 


Agriculture, forestry, fishing 


ANGMhAD PIMP ee cok. teeta, feos 50.0 _ 14.3 9.1 Pep? Jabot 
LNG ETS 02, on ene) Ben 88.9 40.6 59.2 76.4 26.5 55.0 
IMicaIPACLUTING apes teers 59.6 60.3 70.1 60.5 44.1 63.8 
CCONStCUCHION eee erscts. ste 10.2 2A 19.0 PPI 42.6 20.6 
Transportation, storage, com- 

munications and public utili- 

SEES ches aN Re a PB eee, 34.8 152 i Wes) 11.0 19.7 
Wholesale trade.........................- 17.4 Apdo) 39.7 38.4 30.8 3557, 
eta thACC er. sacr seco sssesecsse cee 30.3 Piel 36.2 S262 40.5 Sis 
NANCE ce Re erica iia 21.8 22S 25.6 28.3 26.6 30.6 
SERVICES Beet tctecr contre csrrtrteseoeencz 24.4 41.9 39.1 40.6 27.8 38.7 


*SouRcE: CALURA. 


Foreign ownership of the manufacturing industries as measured by 
taxable income averaged almost 64 per cent over the four-year period under 
review. In only one region, British Columbia, did Canadian owned companies 
earn a greater proportion of taxable income than foreign owned ones. Non- 
resident ownership in manufacturing was highest in Ontario at 70 per cent, 
followed by the Prairies (61 per cent), Quebec and the Atlantic provinces 
(60 per cent) and British Columbia (44 per cent). 


In manufacturing, CALURA also provides similar regional details for 
21 specific industries. These illustrate that the concentration of foreign owned 
manufacturing activity in Ontario reflects both the fact that Ontario is Can- 
ada’s manufacturing centre and that foreign investors are investing relatively 
more in Ontario than in other regions, as compared to domestic investors. 


Table 8 below shows the regional distribution of foreign-owned firms by 
industrial sector, again using the criterion of taxable income. 

Ontario was the most important centre of foreign owned manufacturing 
activity. Some 58 per cent of the taxable income accruing to foreign owned 
corporations in this industry was earned in Ontario. This was about two and 
a half times the proportion earned in Quebec, the next most important prov- 
ince in this respect, and once again reflects both the pre-eminence of Ontario 
as Canada’s principal centre of manufacturing and the fact that it has 
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attracted a proportionately larger share of foreign manufacturing investment 
than of Canadian manufacturing investment, even though the latter is high 
in comparison to other provinces. 


TABLE 8 


PERCENTAGE OF TAXABLE INCOME OF FOREIGN OWNED* CORPORATIONS 
ATTRIBUTABLE TO EACH GEOGRAPHICAL REGION BY 
INDUSTRIAL SECTORS, 1965-1968 AVERAGE 


Atlantic 
Industrial Sectors Provinces Quebec Ontario Prairies B.C. | CANADA 


Agriculture, forestry, fishing 


EOC (HEY DY FITTS, soonpsanconnemannononce 8.5 — De 6.4 (4S: 100.0 
Mining 2 ener rrtees coe ieee ee 8.1 24.9 led, 38.2 WS 100.0 
IMANUTaC tbh oop eee eee Biel. Didier), Sse 8.7 6.7 100.0 
Constructionm eee 3.9 12.0 315) 35) 22.3 26.3 100.0 
Transportation, storage, com- 

munications and public utili- 

CIES.) Eo Sees Sa ee ea See 12.4 31.9 21.9 2655) 7533 100.0 
Wiholesaleitrade epee eee 2.6 PPPS) 48 .6 16.9 9.4 100.0 
Retalitrades:, ee ee 6.9 15.8 Sie 14.3 100.0 
Pimance saat tne erent ee 4.4 45.0 1 9.4 100.0 
SEMVICES 2.5 aa Se 1.9 30.5 39.3 1 13.0 100.0 


*SouRCE: CALURA. 


Most foreign owned taxable income from mining (including oil and 
gas) was derived from the Prairies, Quebec, and Ontario, which accounted 
respectively for 38 per cent, 25 per cent and 21 per cent of the Canadian 
total, compared with 8 per cent for the other two regions.4 


HOW THE GROWTH OF FOREIGN CONTROL 
IS FINANCED 


Foreign controlled firms are financed by: 
\ (i) the internal cash flow of foreign controlled firms in Canada; 
VeiGi) raising of equity or debt in the Canadian capital market; 
(iii) new direct investment from abroad; and 
(iv) portfolio investment from abroad. 


¢ 
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Statistics Canada has constructed a new series of data to show how 
foreign controlled firms financed their business between the end of 1946 and 


“It is possible that the figures for British Columbia are now much higher than they were 
in the period 1965-68. Japanese investment has increased since then. Also, the fact that the 
criterion is taxable income may give a downward bias, since some of Japanese controlled 
mines in B.C. may not have started paying taxes by the end of the 1960’s. 
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the end of 1967. Over these years, Statistics Canada estimates, as indicated 
in Tables 9 and 10, that the book value of foreign controlled investment 
increased by $24.5 billion. 


TABLE 9 


SOURCES OF EXPANSION FUNDS FOR FOREIGN CONTROLLED ENTERPRISES 


1946-1960 1960-1967 1946-1967 


$ Millions % $ Millions % $ Millions % 


Capital Inflows from Countries of 


Rnmeipal’Ownersis.:.1..0 ete S316 Hes9r2: 3,631 33.1 8,947 36.5 
Portfolio Investment from Abroad 399 2.9 373 3.4 772 3.1 
SUD-tOtaleeeee sec nt. ees SA AG? 4,004 36.5 9,719 39.6 
Retained Barings... ys... 4,164 30.7 4,124 37.6 Se28se 63 
@anadian Capital cesae seat ee pagent akyec! 25334502123 4,965 
e108 9253 10,462 95.5 22,972 93.7 
OihembactOrs it. eee 1,045 Tha | 496 4.5 1,541 6.3 


13,553,1007; 10,958 1007 24,513 100% 


By adding in capital consumption allowances and depletion, a complete 
picture of the sources of finance is obtained, as shown in Table 10. 


TABLE 10 


1946-1960 1960-1967 1946-1967 


$ Millions % $ Millions % $ Millions % 


Otalroml A DOVE is. te..-cecdec0ccs5ecc.0- 13,555 59.6 10,958 51.7 24,513 55.8 
Capital Consumption Allowance.. 8,241 36.3 9,323 44.0 17,564 40.0 
Wenletion ty hei teeny... i aed. 929 4.1 903 4.3 1,832 4.2 

Grand, Lotal ee 222ml OO. 21,184 100% 43,909 100% 


Of the $43.9 billion in total financing available over the entire period, 
$9.7 billion was derived from foreign sources—a little more than 22 per cent. 
In the period 1960-67, only 19 per cent of total financing was obtained from 
abroad, with a corresponding proportionate increased use of Canadian 
sources, including proportionately greater use of retained earnings, capital 
cost allowances and Canadian capital markets. 
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According to the Department of Industry, Trade and Commerce survey 
based on 326 reporting firms, which accounted for more than 900 subsidi- 
aries, the net external funds (i.e., external to the company) obtained from 
foreign sources between 1965 and 1969 decreased sharply as a proportion 
of net external funds obtained from all sources. However, this was due more 
to a reduction in funds obtained from foreign markets than to increased 
demands on the Canadian capital markets. 

The implication of the above tables is clear. Firstly, they show the 
obvious—that even if new foreign direct investment were to be entirely 
excluded from Canada, foreign control would continue to grow in absolute 
terms, due both to internal generation of funds by foreign controlled com- 
panies and by their ability to raise external funds in the Canadian capital 
markets. Secondly, over 60 per cent of the financing for the expansion of 
foreign controlled firms in the 1961-67 period came from sources in Canada, 
and this proportion did not include capital cost allowance. As a result, 
if the government should wish to deal with the rate of growth in foreign 
control completely, it would not be sufficient to look exclusively at new 
direct investment. It would also be obliged to take account of the finances 
obtained from Canadian capital markets and the application by the individual 
firms of the internal cash-flow. 


CONCLUSIONS 


All the data confirm that foreign control now constitutes a very high 
proportion of Canadian corporate activity and that it is particularly con- 
centrated in resource exploitation and manufacturing. Within manufacturing, 
foreign control is concentrated in particular industries, including most of the 
science-based industries, such as transport equipment, chemicals, machinery 
and electrical products. In 1968, according to CALURA, close to 35 per cent 
of the assets of non-financial firms were non-resident controlled. 

As for regional distribution, it is apparent that Ontario has received a 
larger proportion of foreign investment in relation to the size of its economy 
than have other parts of the country. 

The most recent Investment Position data show continued growth in 
foreign control and the CALURA data on ownership reveal the same trend. 
Based on both sources, it can be concluded that while the rate of increase 
of foreign control is not as great as it was in the 1950’s, the trend still appears 
to be upward. Moreover, statistics cited on the proportionate growth in 
savings of foreign controlled firms suggest the possibility of further modest 
increases in 1968 and 1969 in the Investment Position data. 
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Part Two 


THE DETERMINANTS OF FOREIGN DIRECT 
INVESTMENT 


Part Two 


TABLE OF CONTENTS 
Page 


ce THREE 
Determinants of Foreign Direct Investment in Manufacturing and Resources 31 


| Uy eoxa (i %e, 5 Ca) 1 OES Ae Be a oe ca eo ee eg Ay eee eee 2 Crea a 31 
The Determinants of Trade and Foreign Direct Investment in Manu- 

ACCU OR rte ee gra ia Sere os Sele Se ance et ese 32 

Determinants of Foreign Entry by Investment or Trade...................00...... a5 

. /Impact of Foreign Direct Investment on the Canadian Econom............ 41 

Summary: The Nature of Foreign Direct Investment.................00.0......... 44 

+ Foreign Direct Investment in Natural Resource Development.................. 45 

CHAPTER FOUR 

eenaultinational: ENtErprise A. srv.ctck «cok eviettrem. Sere k.alipnttctivage asec endows 51 

BETTE OCUCEION We ree ie ty. hectare Ce SE ANE = Soe Rc disc MEO tee ane 51 

~ Past Growth of the Multinational Enterprise................0..0...0.:0:ccceeee 51 
Nature of the Multinational Enterprise Today.....................0..:ccccceseees 54 - 

Future Development of the Multinational Enterprise.......................0... =i, 


Implications for National Governments of the Multinational Enterprise. 58 


Vv POSSIDIE. © OUTSES Ol, ACUION 2p e ce ice cage gyissapstesnpntsiynet- denaadeiaaess-maiauegsttaas 62 
CHAPTER FIVE 

Foreign Takeovers of Canadian Owned Companies. ..................::::::ces 63 

Number and Importance of Takeovers. ...................ccccccseeseenceeecseeeeseeneteeaeaes 63 

The Impact of Takeovers on the Growth in Foreign Control.................... 65 

BR ASCTS OED AK COVETS scat cc ok pve bec ba Mage cag «2 oun ss aegis cen ae eae ee 66 

& Implications: of Takeovers: «icici ije:c2 022. case. aves wsacbeesccs coarse sateten ass assem conan 67 

a CaS ETT E RRO apse BY Se =: AR ret an Serer ceo ee eee tee ty 69 


29 


Chapter Three 


DETERMINANTS OF FOREIGN DIRECT INVESTMENT 
IN MANUFACTURING AND RESOURCES 


INTRODUCTION 


The question of foreign direct investment has generated considerable 
debate in Canada, some of which has been less than informed because of 
a degree of misunderstanding about the nature and determinants of foreign 
direct investment. For this reason, this chapter seeks to analyse the phe- 
nomenon of foreign direct investment. A better insight into the nature of 
direct investment may help to dispel some of the misunderstandings that 
surrounds the subject and to focus debate on the key issues. 

The analysis of foreign direct investment below suggests that the factors 
which determine the nature and extent of foreign investment in manufacturing 
are distinct from those in the resource industries. Each of these determinants 
is, therefore, treated separately. 

This section addresses itself to the following: 

(i) The factors which make it possible for a foreign manufacturer 
to market his goods in Canada, either through exports or foreign 
direct investment, and the features of the Canadian economy 
which have supported this penetration of foreign goods. Con- 
sideration of these issues suggests that foreign direct investment 
and trade have some common determinants and, therefore, under- 
standing why trade flows will also help us to understand why 
there has been such a high level of direct investment by foreigners 
in Canada. 


(ii) The factors which lead a foreign manufacturer to undertake 
direct investment in productive facilities in this country to supply 
the Canadian market, rather than producing abroad and exporting 
to Canada. 

(iii) The broad implications and impact of foreign investment on the 
Canadian economy. The discussion focuses on the benefits and 
disadvantages which are to be examined empirically later in the 
study. 
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(iv) The nature of foreign direct investment, particularly as it relates 
to the major points that emerge from the preceding analysis. 
(v) The determinants of foreign direct investment in the resource in- 
dustries. 
(vi) The multinational enterprise as a development of foreign direct 
investment. 
(vii) Foreign takeovers of Canadian controlled firms. 


THE DETERMINANTS OF TRADE AND FOREIGN 
DIRECT INVESTMENT IN MANUFACTURING 


If a single determinant of exports and foreign direct investment in 
manufacturing had to be identified, it would be that of the “distinctive” 
capacity of the foreign manufacturer which enables him to earn additional 
profits by marketing his product abroad. 

The concept of distinctiveness is difficult to define, but it is central 
to an understanding of trade and direct investment flows. It implies the exist- 
ence of some particular capacity of the firm which makes it highly competi- 
tive. This might result from cheaper access to a factor of production such 
as capital or labour, technological superiority, or the achievement of signifi- 
cant economies of scale. Alternatively, the distinctiveness may lie in the 
existence of some real difference in a product or service or some artificial 
difference created by product differentiation. Distinctiveness may also result 
from capacities unrelated to efficiency or superiority, such as market power, 
which simply means that few alternative sources of supply exist. Distinctive- 
ness, in other words, describes the quality that makes a product marketable 
in a foreign economy. 

The importance of distinctiveness in determining the flow of direct in- 
vestment or trade is revealed, in part, by the industrial distribution of 
foreign investment and imports in Canada. Imports and foreign direct in- 
vestment in Canada are high in such industries as automobiles, machinery, 
electrical products, scientific instruments, chemicals, etc. 

In some cases, therefore, distinctiveness may be achieved through the 
comparative advantage enjoyed by a company, comparative advantage being 
a traditional concept involving relative factor endowments and the relative 
costs of various factors of production. But distinctiveness is a concept that 
embraces other elements as well—such as a company’s advanced technology, 
its strong market image or its market dominance—and these elements may 
also play a part in determining international trade and investment flows. 

Increasingly, both international trade and foreign direct investment 
are found in industries where the distinctive capacity of the seller lies in 


his advanced technology, in his distinct market image, or sheer market 
dominance extended into another market. 
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The decision of a manufacturer to try to market his distinctiveness 
abroad, either by exporting or by foreign direct investment, is usually taken 
when he wants additional markets to make use of existing excess capacity 
or other under-utilized resources (e.g., capital). The manufacturer approaches 
a kind of threshold and looks for a maximum return on his next increment 
of production or investment. In many cases this will be abroad, where the 
market has not been saturated and where his distinctiveness is new. 


PROFIT ON DISTINCTIVENESS 


There are three basic types of “distinctiveness”: 

(i) Technological superiority resulting from an investment in knowl- 
edge by a firm, on which it wants to earn a return before its 
distinctiveness is dissipated. The public interest lies in providing 
a “return to the innovator” that is sufficient enough to encourage 
him to innovate. Any return greater than that represents an un- 
necessary cost to society. 

(ii) Monopoly control of the inputs or of the market for the product. 
A degree of control over the market can also come from product 
differentiation which tends to limit artificially the substitutability 
of products in the mind of the consumer. A “return to monopoly” 
is not of benefit to the economy. 

(iii) Possession of a resource or skill which is limited in supply, at 
least in the short run. The “return to scarcity” helps determine 
the allocation of the scarce resource and provides an incentive 
to increase the supply of it, if this is possible. No public benefit 
is obtained, however, if the supply of the resource is arbitrarily 
restricted in order to maintain prices at a high level. 

Each of the above characteristics involves some “distinctiveness” for 
the manufacturer. The resulting return can be of short or long duration. 
Paying such returns to the distinctiveness may be socially beneficial as in 
the payment for knowledge or, to some extent, to scarcity. To the extent 
that the return is greater than that required to induce the needed invest- 
ment, it may not be desirable for the economy. 

The manufacturer’s return may be enhanced if he enjoys significant 
economies of scale or if the expenses of developing the technology, design- 
ing the production facilities, building the market image, etc. have already 
been absorbed for the home market. They represent a sort of “sunk” cost. 
A sale in a foreign market (as a result of trade or foreign direct investment) 
at a price which covers the costs of manufacturing and distribution, an 
acceptable profit and also some allocation to sunk costs, thus embodies an 
attractive return for the manufacturer. To the extent that this return exceeds 
that required to bring about the investment in question, it too represents an 
unnecessary cost to Canadian society. 

The existence of these returns to the foreign manufacturer does not 
lead to the conclusion that he is therefore acting as an exploiter and that \ 
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| the host economy does not benefit. The host economy may be considerably 
| better off by paying this price, since it could be much more costly to develop 
| the product using its own resources. It does lead to the conclusion that 
| “excess” returns may exist in some cases and that, as a sound business 
| judgment for the economy, Canada may be paying more than necessary 
| for what it is getting. 


eee 


SPAWNING DISTINCTIVENESS: THE HOME ECONOMY 


The Canadian economy has tended to produce relatively few manu- 
facturers with a distinctive capacity. The United States economy, on the 
other hand, has produced a good many and their products are marketed 
internationally by trade and direct investment abroad. Factors which tend 
to generate such products include a high level and rate of growth of per 
capita income, the size of the market, a highly competitive environment, and 
the cost of labour. 

At the consumer level, high and rapidly growing real incomes, large 
markets, and a competitive environment create wants for increasingly sophisti- 
cated products, encourage innovation and product differentiation, and provide 
better opportunities for new products to gain acceptance. The size of the 
market influences the rate of development and adoption of new products, 
since a larger market holds out the prospect of greater profits. Consequently, 
large, wealthy, growing and competitive markets are more likely to foster 
innovation. In addition to the factors mentioned above, the development of 
producers’ goods is influenced by a number of other broad factors: the 
educational system and the abundance of skilled labour; growth aspirations; 
the quality of the specialized institutions and services that support entre- 
preneurs; and high wages, which induce more capital-intensive production and 
more advanced technology and are, in turn, a product of these developments. 

These underlying determinants have favoured economies like that of the 
United States—and increasingly Europe and Japan as these economies de- 
velop—as sources of distinctiveness. A smaller industrialized nation like Can- 
ada tends to find its comparative advantage for international activity in 
undifferentiated manufactured goods such as steel or aluminium ingot.! These 
tendencies, however, are not immutable and governments can and do influence 
or alter these underlying determinants. 


THE RECIPIENT ECONOMY 


The host economy must be basically open or receptive to the products 
offered by the capital or goods exporting company. For this receptiveness to 
exist in the case of consumer goods, conditions and characteristics similar to 
those of the “home” economy must exist, e.g., similar consumer tastes, real 
income, and spending capacity. Costs of labour, production techniques, factors 


_* Natural resource extraction is considered in this chapter. 
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of production and educational levels influence the receptiveness to or appropri- 
ateness of foreign producers’ goods and technology. Physical proximity also 
has a significant influence on the receptiveness of an economy to distinctive 
foreign products. 

Historically, Canada has not sought to keep out foreign products, 
although it has sought to discourage the inflow of a number of goods in the 
form of imports through high tariff barriers. Nevertheless, Canada has pro- 
vided fertile ground for the sale of products of United States origin. United 
States based firms have seen Canada as a logical extension of their market, 
given the cultural and social similarities, political stability, physical proximity, 
benefits of advertising spill-over, and the increasing ease of access as com- 
munications and transportation improve. While the Canadian “openness” has 
been reduced to some extent by tariff barriers, these did not preclude the 
profitable extension of United States based firms into Canada by direct 
investment. 

To this list of factors which have facilitated foreign penetration of the 
Canadian markets should be added the existence of political and economic 
structures which did not conflict with these underlying tendencies. Both trade 
and direct investment presuppose a degree of institutional cooperation (e.g., 
banks and capital markets), and governmental attitudes which make it safe 
for private business transactions to occur. 

This analysis is not meant to imply that an economy is exclusively either 
a creator or recipient of distinctiveness. An economy may develop distinctive- 
ness in one area and purchase it in another. As Europe and Japan continue 
to develop, there is a growing degree of penetration by each area of the 
economy of the other, and of the United States economy as an outcome of the 
process of international specialization. 

In summary, it can be said that trade and foreign direct investment in 
manufactures have many common determinants (e.g., similar tastes, com- 
parable stages of industrial development, etc.) i.e., it is economies that are 
alike that relate in the field of manufactures. But what makes one country 
the exporter or investor and the other the importer and recipient is the 
possession of distinctive capacities. It is large, growing, wealthy and competi- 
tive economies that tend to spawn distinctiveness. The exploitation of dis- 
tinctiveness tends to bring an added reward based on superiority, scarcity or 
monopoly, but this does not necessarily mean that the host economy does not 
benefit. 


DETERMINANTS OF FOREIGN ENTRY BY 
INVESTMENT OR TRADE 


The preceding section suggested that trade and foreign direct invest- 
ment have some common determinants and that they are to some extent 
alternative routes for a foreign firm to enter a host market. Historically, 
these two techniques have not infrequently constituted successive steps, that 
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is, a foreign firm first secures the foreign market through trade and sub- 
sequently enters to assemble or manufacture the product involved. This 
section seeks to identify the factors which lead a firm to choose investment 
over trade as the route to enter Canada. 

There appear to be three broad groupings of factors: 

(i) those related to the profitability and market position of the foreign 

firm with the distinctive advantage; 
(ii) those related to the host (Canadian) environment; and 
(iii) those related to the home environment. 


FACTORS RELATING TO THE FIRM WITH THE DISTINCTIVE CAPACITY 


The basis on which a decision is reached by a foreign company to under- 
take direct investment in Canada is similar to that on which a Canadian 
controlled company reaches a decision about where to undertake the expan- 
sion of its domestic production. When new markets require expanded produc- 
tive capacity, a firm must decide whether the profit from the expansion will 
be greater in a new location or in expanding existing facilities and shipping 
to the new location. For example, it may be more profitable to build a 
new plant in Vancouver, rather than to enlarge an existing plant in New 
York (or Ontario) and ship to Vancouver. In deciding to invest abroad 
rather than export, it is important to realize that the manufacturer can still 
capture significant economies of scale, through his home based operation, 
e.g., by exporting components and intermediate goods, by using existing 
plant and production designs, and by centralizing financing, marketing and 
other administrative functions. 

The choice of investment over trade presupposes, of course, that the 
distinctive capacity is transferable and that the investor has the managerial 
capability and other resources necessary to move abroad. But even if the 
foreign proprietor does not have the capital and managerial resources to 
expand abroad, he may still be able to penetrate foreign markets to a 
greater extent by licensing or franchising an independent domestic firm 
than by exporting. 

Foreign investment tends to be riskier than trade (or domestic invest- 
ment) because of foreign exchange risks, uncertainty about foreign govern- 
mental attitudes, less complete information about the local market, the 
dangers of training local personnel who might later establish themselves 
as competitors, cultural differences, and so on. This greater degree of risk 
tends to lead the foreign investor to seek a-“premium” return. 


Cost Factors 


An important determinant of the decision about whether to invest is 
the relative cost of production in Canada in comparison with the cost of 
producing in the “home” economy and then shipping to Canada. The 
prominent cost considerations are: tariff barriers or other trade barriers; 
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transportation costs; cost of production for the manufacturing or assembling 
activities contemplated in Canada—most particularly comparative—labour 
costs; and the costs of other factors of production. 

Canadian tariff barriers were, of course, instituted to foster the develop- 
ment of an industrial base. These trade barriers did not, however, reduce 
the various economic and non-economic factors tending to integrate the 
demand patterns of Canada and the United States. In addition to access to 
the Canadian market, direct investment offered access to Commonwealth 
markets as a result of Imperial Preference introduced in the thirties. 

Historically, the Canadian tariff seems to have been a significant cost 
consideration. Between 1870 and 1887, eighty-two United States firms 
established in Canada. Twenty-one of these were established in 1879 (a year 
of significant tariff increases) and most of the eighty-two were established in 
the post-1879 period. Lower labour costs and access to cheaper inputs, such 
as hydroelectric power, have also probably played a fairly important role 
in fostering direct investment in Canada. Transportation costs do not appear 
to have been a significant factor for most goods. 


Marketing Factors 


While a foreign firm will generally prefer to remain in its home market 
if cost savings are not significant, the necessity to manufacture local adapta- 
tions of a product to meet requirements or tastes in the “host” market may 
lead the manufacturer to enter through direct investment. Location in the host 
market also tends to help the foreign producer win a greater share of the 
market. Local purchasers are less conscious of the “foreignness” of the 
product and are less likely to be concerned about possible deficiencies in 
servicing. 

Apart from the necessity of being “in” the market for reasons of servicing 
or because of the nature of the commodity (e.g., bread must be fresh every 
day), these marketing factors do not appear to have been a significant de- 
terminant of direct investment in Canada. In the case of investment from the 
United States, cultural similarities, together with advertising spill-over, all but 
eliminated the necessity for local adaptations. 


Factors Related to Market Position 


A foreign producer can establish a market position in Canada either 
through trade or investment. But there are some circumstances that will lead 
him to choose the investment route that are related more to market factors 
than considerations about comparative cost advantages. He may hear that a 
competitor is thinking of establishing production facilities in Canada and 
decide to move first to prevent his competitor from gaining an upper hand in 
the market. Or his competitor may have already moved to Canada and he 
decides he must follow. Alternatively, a foreign investor may locate in Canada 
to foreclose the possible development of a Canadian firm which could become 
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a competitor not only in the Canadian market, but also potentially in other 
world markets—including the home market of the investor. Thus, foreign 
direct investment may occur as part of the global strategy of an investor to 
protect his markets from rival entry or to prevent a competitor from gaining 
a dominant position in a market of interest to him. 

The threat to the original producer varies with the degree of distinctive- 
ness of his product. At the early stages of the product life cycle it will be more 
unique. As time passes, imitations or alternative brands emerge. This is a 
particularly important consideration for a producer whose distinctiveness is 
based on technology, even if it is protected by patents. Most patents can be 
circumvented, especially by firms large enough to engage in expensive litiga- 
tion. It is usually more difficult to dislodge distinctiveness that is based on 
product image, product differentiation and marketing skills. 

These factors relating to the market position of the foreign investor have 
probably been quite important in Canada, at least for investment from the 
United States. 


THE HOME ENVIRONMENT 


Governments have traditionally encouraged exports as a means of en- 
larging the domestic industrial base and increasing employment. In some in- 
stances, home governments also encourage direct investment abroad by 
various tax provisions, by underwriting the risks involved or by encouraging 
investment as part of a foreign aid programme. Only the first would seem to 
have affected direct investment in Canada in recent years, with some United 
States tax laws making it advantageous for United States companies to invest 
in this country.” 

Another contributing factor in the case of the United States may be the 
operation of United States anti-trust legislation. By limiting merger activity 
at home, it may have led corporations to look for expansion opportunities 
abroad. 

Direct investment may also displace trade as the costs of production at 
home tend to increase in response to demand pressures arising from increasing 
exports. As a result, production abroad begins to appear more attractive than 
exporting to the host economy. 

A related factor concerns the shift in the exchange rate relationship 
between two countries induced by heavy exports from one and imports 
by the other. It will be recalled that during the 1950’s, demands for United 
States exports contributed to the emergence of the “dollar gap” and down- 
ward pressures on the exchange rate of other currencies in relation to the 
United States dollar. Similar pressures—largely the result of strong export 
performances—appear to exist in the case of Germany and Japan today. 


?It is significant that some foreign governments (the United States government in 
particular) appear to have come to the conclusion that foreign direct investment is not an 
unmitigated blessing for the home country. The United States government, for example, 
is concerned about the balance of payments effects of foreign investment and United States 
unions are concerned about the “exporting” of jobs along with the capital and technology. 
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The result is a tendency for export sales from the home economy to become 
less profitable or less competitive as they become more expensive in foreign 
markets. In these circumstances, a company may find it more profitable to 
build a plant abroad, which it can now do more cheaply than before because 
of the increased value of the currency of its home country, to produce 
goods at lower cost for direct sales in the foreign market (and possibly 
also for export). In addition, the home government may encourage direct 
investment as one way of offsetting a current account surplus to bring 
its balance of payments into equilibrium. 


The institutional support for direct investment in the home economy 
should also be noted. For example, the efficiency and dynamism of the 
New York capital markets have probably been a considerable factor in 
fostering United States direct investment abroad. 


HOST (CANADIAN) ENVIRONMENT 


Assuming that a foreign manufacturer is giving consideration to locat- 
ing some degree of manufacturing activity abroad, two factors that play 
a part in determining the extent of that activity are the size of the prospective 
‘market and the willingness of the host country to sanction that activity. 
Canada has tended to be a relatively attractive location for many kinds of 
foreign direct investment on both counts. 


In addition to these determinants, a number of other factors specific 
to the Canadian environment have been important. Since Confederation, 
consecutive governments have emphasized the need for rapid Canadian 
development. This emphasis on growth led to the emergence of important 
“gaps”, as the demands of the economy normally exceeded the supply of 
domestic resources—human and non-human. The required technology was 
not available from Canadian sources; capital to finance a particular venture 
or category of activity could not be found (or Canadian financial interme- 
diaries were unable or unwilling to fund certain undertakings); entre- 
preneurial talent to identify and fill a particular need in the Canadian market 
was often lacking; and Canadians tended to look to foreign sources (the 
United States in particular) for certain goods or services because of their 
real or supposed superiority. The existence of these “gaps” made it con- 
siderably easier for foreign investment to penetrate the Canadian market. 


Under the system of international specialization that has evolved, there 
will always be gaps in the economy which can be filled more efficiently and 
at lower cost by foreign direct investment, licensing or importation of goods 
and services. The filling of such gaps from abroad can free domestic re- 
sources for employment in activities which Canada is more capable of 
undertaking efficiently. It is likely, however, that some of the gaps in 
Canada’s economy are being filled from abroad, not because of any in- 
herent domestic disadvantage, but because of shortcomings in national 
economic policies and/or institutions which have prevented Canada from 
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realizing its potential to produce some goods and services, now being im- . 
ported, at no greater or even less cost. 

It is significant that needed technology was not purchased (e.g., through 
licences) and needed capital came in the form of direct investment, rather 
than portfolio investment, to support the growth of Canadian firms. This 
suggests that the gaps were more than financial, that they were in fact entre- 
preneurial or technological in nature. While foreign direct investment often 
fills gaps and provides a missing ingredient of growth, it can also stultify 
and aggravate existing gaps, especially if the Canadian economy could have 
developed these capacities on an efficient basis over time. Thus, in some 
cases, foreign direct investment reflects sound international specialization 
and efficient resource allocation; in other cases, it merely reflects the 
market power of the foreign investor or deficiencies in the Canadian 
business environment arising from shortcomings in domestic economic policies 
or institutions. 

The reasons for the existence of an entrepreneurial gap is a complex 
psychological and sociological question. At least three explanations can 
be suggested: 

(i) Canada’s colonial history may have led to a mentality of looking 

abroad for the new and the better in goods and services. 

(ii) The Canadian education system, especially in Quebec, was more 
heavily geared to a classical curriculum than the United States and 
it did not turn out the engineers and business graduates needed to 
lead the development of an entrepreneurial and innovational society. 

(iii) Entry to financial institutions and, to some extent, to other large 
businesses tended in the past to be restricted to individuals having 
the right social connections. This lack of social mobility in Cana- 
dian society may have played a part in repressing the growth of 
indigenous innovation and entrepreneurship. 


It should not be concluded that this analysis suggests that Canada could 
in the past, or should in future, become self-sufficient and do everything for 
itself. Some of the “gaps” identified may be a reflection of the economic 
soundness of relying on foreign sources to fill certain needs which are more 
effectively performed abroad. However, it is clear that some of the gaps 
identified appear to be the result of deficiencies in Canadian public policy 
and/or private institutions and help explain in part why the government has 
had to introduce various types of programmes to support Canadian economic 
development. Later sections of this report consider possible policies to help 
overcome these deficiencies. 

Canadian governments—federal and provincial—have sought to attract 
foreign capital to meet the growth aspirations of the country, This has helped 
to stimulate the inflow of the various ingredients of growth—large pools of 
capital, entrepreneurship and risk taking, technology, management “know- 
how” and skilled manpower. With a few notable exceptions (e.g., C.N.R., 
C.B.C., Air Canada), Canadian governments have relied heavily on the 
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_ private sector, concentrating their own policies on creating an environment 
attractive to business investment—rather than looking to public ownership as 
some countries have done to fill needs not met by domestic private interests. 
Incentives have generally been available on a non-discriminatory basis to 
Canadian and non-Canadian investors alike. 


a 


IMPACT/OF FOREIGN DIRECT INVESTMENT ON THE 
— CANADIAN ECONOMY 


Foreign direct investment and the resources and capacities it brings with 
it-ean-greatly benefit the Canadian economy. It can also bring with it signifi- 
cant c costs, the full extent of which i is not always readily apparent. 


BENEFITS OF FOREIGN DIRECT INVESTMENT 


ay Foreign direct investment has generally filled gaps in Canadian resources 
and capacities and by so doing has increased economic growth, living stand- 
ards, jobs, tax revenues, etc. These gaps may result from either a deficiency in 
the Canadian supply of the relevant inputs, such as technology or manage- 
ment, or they may be the product of institutional deficiencies (in capital mar- 
‘kets, for example) in moving the needed resources to the particular invest- 
ment opportunity involved. 

S _ The foreign investor in some cases may add significantly to the com- 


— 


' foreign Alves investment may be the only viable source of new bombentive 
challenge to existing firms. 
/ >> Foreign direct investment may provide export markets which otherwise 
would not be available to Canadian industry at that point in time. 

»~ Foreign direct investment also offers the potential for training local per- 
sonnel—both managers and workmen—in new techniques which are more 
productive. Increased productivity leads to greater real wages and salaries. 
Furthermore, the skills acquired in working for a foreign controlled firm may 
later be made available to Canadian controlled enterprise as the persons 
involved change jobs and move around the economy. 

Lastly the direct investment firm may locate in a region where employ- 
ment opportunities are scarce. In addition to the direct economic_and employ- 
ment activity which direct investment represents, there are spill-over activities 
in supporting and_ surrounding industries or businesses which advance eco- 

“nomic growth. 


ne 


COSTS OF FOREIGN DIRECT INVESTMENT 


The foreign investor often is in a preferred position to call on real Cana- 
dian resources because of his size, his credit-worthiness, his competitiveness or 
his ability to pay higher wages and salaries. In cases where the foreign com- 
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pany possesses a genuine superiority, this will usually result in an allocation 
of resources that is in the best interests of the economy. In cases where the 


‘los company does not possess any genuine advantage, it may result in a mis- 
.) allocation of resources. In either circumstance, however, the foreign company 


influences the priorities and structure of the Canadian economy, often reflect- 
ing the economic and industrial objectives of a foreign government or economy 
which may or may not accord with Canadian objectives and priorities. 

The transfer of “distinctiveness” by a foreign investor tends to involve a 
“package”. The tying of several inputs into the foreign investment package 
may have the effect of raising costs to the Canadian economy above what 
would be necessary to purchase the distinctive capacity without the other 
elements of the package. In fact, the investor may be less efficient in supply- 
ing these additional inputs or may overcharge for them. For example, a foreign 
proprietor of a particularly attractive technology might make access to its use 
conditional upon the purchasing of components, the payment of a managerial 
fee for services or all the equity financing for the project. These inputs ma may 
be overpriced to the host economy and represent a kind of monopoly gai gain 
to the investor if his incremental cost for them is low or zero and his transfer 
price is set at a fully allocated cost. The tying of inputs in the foreign invest- 
ment package can increase the barriers to entry for potential Canadian pro- 
ducers of particular components and thereby serve to stultify the development 
of new Canadian capacities. The tying of inputs into a vertically integrated 
corporate structure also creates barriers to the establishment of a Canadian 
owned company to produce a similar final product because in the absence of 
independent suppliers of components he must establish a large scale, vertically 
integrated operation of his own. Furthermore, the direct investment package 
may also carry with it a number of restrictive conditions which reduce the 


flexibility of the host economy and impose added costs, including export 


restrictions, tied procurement or limitations on research and product de- 
velopment. v 

While not strictly speaking a part of the package, direct investment 
can also involve the importation of certain cultural values embodied in, 
for example, a particular piece of technology, a particular differentiated 
product, a way of doing business, or employment practices. 

Reference has already been made to the greater risk involved in foreign 
direct investment. This greater risk, together with the désire to maximize 
the returns by concentrating in the parent company functions for which 
there are economies of scale or other savings, leads the foreign controlled 
firm to restrict the seopé>of its activities and the amount of investment it 
commits in the foreign market as much as possible, with the result that the 
foreign operation tends also to be limited in scope and potential. It is, in 
other words, a development that is “truncated”. 

Truncation means potentially less decision making and activity in 
Canada—fewer export opportunities, fewer supporting services, less training 
of local personnel in various skills, less specialized product development 
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aimed at Canadian needs or tastes and less spill-over economic activity. It 
‘ties the subsidiary to the parent ina relationship of dependence, e.g., for 
~ technology, ¢ components and services. Truncation also increases the flexibility 


of the parent. in repatriating profits, for “example, by allowing it to change 
c the subsidiary f for components or services at a rate which is significantly 
‘above the incremental cost. Truncation is inherent in the nature of foreign 
direct investment. A foreign manufacturer sets up operations in Canada to 
extend the market for his distinctiveness. He does not set out to maximize 


the activities and operations of the subsidiary. 
Jas Foreign direct investment can also Jessen\competition in certain cir- 


poe s “Because _of the ‘Tisk) involved and the close connection — with 

\ market extension, direct investment tends to favour large firms—firms that 
“have the necessary resources, and aim at establishing a global market posi- 
“tion based on the “market - and economic power developed in their home 
economy. In other words, much foreign. investment merely represents the 
extension of foreign oligopoly and world concentration into Canada. This, 
in turn, means that Canadian industry also tends to be more concentrated 
and less competitive than might otherwise be the case:-To~the extent that 
‘foreign investment is pre- emptive, preventing a potential Canadian com- 
petitor from developing, it will further reduce competition in the Cana- 
dian economy. 


Foreign direct investment can act as a transmission Belt for the entry 
of foreign laws into Canada. It can bring cultural influences which may or 
may not be desirable. Foreign direct investment could also create difficulties 
in the formation of both domestic and foreign policy and for Canada’s 
image abroad. 


THE COST-BENEFIT DILEMMA 


Foreign direct investment is thus_a complex combination of costs and 
benefits: easy access to foreign entrepreneurial talent, technology, capital 
“and markets must be offset against truncation: the competitive stimulation 
in certain cases must be counterbalanced by the restrictions on competition 
in others; the provision of export markets in certain cases must be counter- 
balanced by export restrictions in other cases; increased economic growth, 
jobs, tax revenues, etc. must be offset against the long term effects of 
foreign direct investment on our industrial structure. 
aeathe foreign owned subsidiary in Canada may be no more high cost 
in its operations than a Canadian owned enterprise. The point is that in 
some cases the costs of the foreign subsidiary in Canada are high by com- 
parison with those of the parent and often by comparison with the parent’s 
subsidiaries in“dther countries as well. The question that arises is what 
steps might be taken to improve the costs of operation in Canada generally 
and thus make it possible to improve the performance of foreign controlled 
companies and increase the benefits they bring to the economy. 
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Licensing as a vehicle for the transference of a manufacturer’s distinc- 
tiveness can have many of the same costs and benefits associated with foreign 
direct investment. The granting of a licence may be used by a manufacturer 
to spread his market power if he cannot afford direct investment in all 
markets. It may be used to foreclose entry of a potential competitor by 
granting him a licence. On the other hand, a licensing arrangement may 
allow a host economy to acquire a distinctive capacity without the necessity 
of bringing in other unneeded inputs, e.g., capital. A licensing arrangement 
can also lead to a more rapid diffusion of distinctiveness through the train- 
ing it gives a potential competitor. Because of the similarities between 
foreign direct investment and licensing and other forms of contractual 
arrangements, much of the analysis which applies to direct investment is 
also appropriate to licensing arrangements. 

Lastly, it should be recalled that the impact of these forces in terms 
of their costs and benefits will depend, in part, on Canadian tax, tariff, 
technology, competition and patent policies. Direct action to maximize net 
benefits, without attention to these surrounding policies, would consequently 
deal only with a part of the problem. 


SUMMARY: THE NATURE OF FOREIGN 
DIRECT INVESTMENT 


This analysis of the determinants of foreign direct investment has led 

us to the following conclusions: 

(i) Trade and investment have a number of common determinants, the 
most important of which is the possession of some distinctive 
capacity on the part of a foreign manufacturer. 

(ii) Large, wealthy, growing and competitive economies will tend to 
spawn distinctiveness. Recipient economies will tend to be basically 
similar in terms of culture, income levels, and stage of industrial 
development but will lack one or more of the ingredients that pro- 
duce a particular distinctiveness. 

(iii) The foreign manufacturer tends to choose investment rather than 
trade for a number of reasons related to his cost and marketing 
position. 

(iv) More generally, changes in relative costs between the home 
economy and foreign markets, and home government policies have 
led foreign manufacturers to invest abroad rather than export. 

(v) In the case of Canada, the existence of certain gaps and the 


receptiveness of governments tended to draw foreign direct invest- 
ment into the economy. 


Two particular aspects of foreign direct investment deserve special 


attention. These should be noted because they are very relevant to the analysis 
that follows: 


Pr | 


(a) Foreign direct investment often represents a very attractive returi. 
to the foreign investor. His distinctiveness, in the form of tech- 
nological superiority, market power, the possession of a scarce 
resource or skill, the existence of “sunk” costs, and his ability 
to tie together various factors in the direct investment package 
often may result in his earning a greater return than required 
to induce him to invest in Canada. The extent to which greater 
benefits can be obtained for Canada and the techniques for achiev- 
ing this are considered in the subsequent sections of this study. 

(b) Foreign direct investment involves a mixture of costs and bene- 
fits for the host economy. One of the major objectives of the 
remainder of this report will be to identify these costs and benefits 
and determine whether and to what extent this “package” can 
be broken up, retaining those elements that are beneficial and 
rejecting those that involve unnecessary costs. 


FOREIGN DIRECT INVESTMENT IN NATURAL 
RESOURCE DEVELOPMENT 


DETERMINANTS 


Direct investment in natural resources shares some common deter- 
minants with investment in manufacturing. Following the previous section, 
this analysis will look at the determinants of investment arising out of the 
host (Canadian) environment, the home environment of the investor, and 
those determinants which relate specifically to the nature of the resource 
industries. 

It was suggested in the previous section that/the major determinant of 
foreign direct investment in manufacturing was the possession of “distinctive- 
ness”. The analysis below identifies backward vertical integration—the ex- 
tension by a firm into the earlier stages of the productive process—as the 
major determinant of foreign direct investment in the resource industries. 


Host (Canadian) Environment 


The growth aspirations of the Canadian people and successive govern- 
ments, as in the case of manufacturing, led to a demand for factors such as 
capital, technology, and management skills which tended to outstrip domestic 
supply. Consequently “gaps” were created, which in some cases were filled by 
foreign direct investment. Two gaps in particular seem to have been im- 
portant: the financial gap and the “market” gap. Resource development fre- 
quently required enormous pools of capital which were not in all cases avail- 
able from Canadian sources. This reflected, in part, deficiencies in Canadian 
financial institutions, and, in part, the fact that the Canadian economy was 
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unable to aggregate the sums required for all resource developments. Large 
markets were often essential to achieve maximum economies of scale in 
development and production, and exploration, at least in certain sectors. Both 
these needs were filled in many cases through foreign direct investment. It 
was often the provision of secure markets by the foreign investor that enabled 
the financing to be raised. 

Canadian governments—both federal and provincial—set out deliberately 
to create a framework favourable to development of the resource industries 
through investment from both home and abroad. Not unreasonably, it was felt 
that government efforts to spur growth should be concentrated in those sec- 
tors where Canada appeared to have a comparative advantage. The incentives 
included generous tax benefits and the provision of an infrastructure necessary 
to develop particular resources (roads, railways, etc.). 

Not only was Canada open to foreign direct investment in the field of 
resources, but it extended to foreign controlled interests the same incentives 
offered to domestically financed resource developments. 

Canada’s proximity to a major consumer of resources provided an addi- 
tional stimulus to direct investment in these industries. 


Home Environment 


As in the case of manufacturing, the existence of strong and efficient 
institutional support for foreign direct investment was an important factor 
(e.g., New York capital markets). 

The concern about an impending shortage of many natural resources 
which developed in the United States following the Paley Report and other 
subsequent studies warning of possible supply shortages has also been an 
important determinant of foreign direct investment in the resource field. 
A similar hunger for resources is beginning to emerge elsewhere, particularly 
in Japan. 

Foreign governments have often deliberately stimulated direct investment 
abroad in the resource field. The United States government, for example, 
allows the deductibility of foreign exploration expenses and provides other tax 
incentives which have encouraged United States mineral companies to expand 
abroad. The absence or relatively low level of barriers to imports of raw 
materials in most home markets eliminates a potential obstacle to foreign 
direct investment. 


Factors Particular to the Resource Industries 


In addition to these general determinants (some of which are also 
determinants of direct investment in manufacturing), the following factors 
related to the nature of resource industries seem relevant: 

(a) The location of foreign direct investment in resources is more pre- 

dictable in that it goes to where the resources exist. 

(b) Security of supply of inputs for a heavy investment in processing 

and fabricating facilities in the home country is perhaps the most 
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important determinant. Foreign investment is thus aimed primarily 
at serving the needs of the “home” market. 

(c) The desire to tie up convenient world sources in order to maintain 
market position is also an important consideration. 


The desire for both a secure supply and market position has led to back- 
ward vertical integration by foreign investors in a number of resource areas. 
Backward vertical integration appears to offer substantial advantages. For 
example, it minimizes costly build-up of inventory or shutdowns due to inter- 
ruption of supplies; it facilitates the introduction of cost-saving technological 
change. The desire for secure supply and market position has also probably 
induced the search for supplies which exceed immediately foreseeable 
demands. 

Vertical integration helps protect not only the processor but also offers 
security to the resource developer. An independent developer of a natural 
resource is in a risky position. The capital investment is generally substantial. 
The potential purchasers of the raw materials are few. Consequently the 
resource developer is in the position of having to commit large sums of 
money with the return being dependent on his skills as a bargainer, rather 
than upon open market sales to a large number of independent purchasers. 
While this is not valid for every resource commodity, there are numerous 
segments of the industry in which this confrontation has led to vertical 
integration in the interests of both supplier and purchaser. Furthermore, 
as pointed out above, without a secure market, financing for such projects 
is often unavailable. While there are alternatives to direct investment, such 
as long term supply contracts, these techniques have not been as extensively 
developed. 

In discussing the determinants of foreign direct investment in manu- 
facturing, it was pointed out that such investment involves a special reward 
for distinctiveness in many instances. A comparable kind of return exists 
in the case of natural resources, based either on the monopoly control of 
the investor or on the scarcity of the resource. In either case, the proprietor 
receives a greater return than the costs involved in extraction plus a return 
on his capital sufficient to induce him to make the investment. He receives 
a kind of “capital gain” by virtue of the increased value which the resources 
have above and beyond the costs, and by virtue of the absence of sufficient 
supply or alternative suppliers to satisfy all demand. Once again, these 
returns may be only temporary or more long lived. 


IMPACT: COSTS AND BENEFITS 


The benefits of foreign direct investment in resources are generally 
well understood. They include the following: 
(i) The large pools of capital required to finance specific projects 
that might not always have been available in Canada were sup- 
plied from abroad. 
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(ii) The provision of large and secure markets has eased the problems 


(iii) 


(iv) 


(v) 


of financing and facilitated the achievement of the economies of 
large scale production. 

The provision of technology and managerial skills may have been 
important in some cases, although in general they have not been 
nearly as significant or beneficial as in the manufacturing area. 
This is partly because Canada has developed its own technology 
and management skills in the resource field and partly because 
it was relatively easy to import foreign technology in the form 
of machinery. 

Development has been accelerated, especially in remote areas and 
regions which had significant disparities in terms of employment 
and income. Re 
High exports and the resultant contribution to Canada’s balance 
of payments have allowed Canadians to enjoy a higher standard 
of living than might otherwise have been possible. However, the 
net balance of payments effects of any particular project is difficult 
to determine and in some cases may be negative (see Chapter 
Fifteen). 


But there have been costs as well. Some of them are not as fully 
understood as the benefits. 


(i) 


(ii) 


Foreign direct investment in the resource industries has led to a 
relatively greater emphasis on the use of capital over labour. A 
number of domestic policies (e.g., tax incentives) have contributed 
to this development. While jobs in resource exploitation are 
generally high paying, there are relatively few of them. (Mineral 
production in 1970 accounted for about 7 per cent of GNP but 
only 1.4 per cent of the labour force was directly employed in 
mining. It is also true, however, that resource development helped 


to create employment indirectly in other industries.) 


Foreign direct investment to supply foreign markets with resources 
tends to be in a strong position to command domestic capital and 
real resources for reasons that were explained earlier. This could 
prevent potential Canadian users of these financial and real re- 
sources from expanding the manufacturing and service industries 
in Canada. 


(iii) Canada’s openness to direct investment has accelerated the nation’s 


access to distinctive new products. But it has also meant that 
Canadian industrial development and priorities have in large part 
been determined by foreign corporate interests and the industrial 
policies of other governments. This has led to a greater emphasis 
on the resource sector in comparison with manufacturing. Further- 
more, other foreign governments will put increasing emphasis on 
obtaining secure supplies for their resource needs and will likely 
continue to find Canada relatively attractive. Under these circum- 


stances, external forces will continue to shape the industrial 
activity of Canada. A particular degree of resource development 
at a certain point in time may not, however, accord with Canadian 
objectives and priorities, including the long-run employment objec- 
tives for a rapidly growing labour force. 

(iv) Depending on their ultimate balance of payments effects and the 
reactions of Canadian monetary authorities, large capital inflows 
to develop Canadian resources can exert excessive upward pres- 
sure on the Canadian exchange rate and further aggravate the 
problem of developing manufacturing activity in Canada. A higher 
exchange rate increases the price of exports relative to imports 
and, as a result, tends to weaken the competitive position of 
Canadian goods both at home and abroad. Just such pressures 
were generated by the large capital inflows associated with the 
resource boom of the 1950’s. 

(v) Foreign direct investment and vertical integration in the resource 
area have contributed to the truncation of resource activities with 
further processing and fabricating, in particular, taking place 
abroad in many cases. Truncation also reduces the development 
of supporting industries. Truncation is not confined to foreign 
controlled resource companies, however. It may also apply to_ 
Canadian controlled enterprises because of the barriers erected 
by other countries against the import of more fully processed or 
fabricated materials, or other factors. In some cases, truncation 
is the result of natural economic factors which dictate the location 
of further processing, the refining of crude oil being a good 
example. 

(vi) Vertical integration has also made it more difficult for any in- 
dependent operation to enter the industry either at the extraction 
or at the processing level. 

(vii) While resource activity, particularly that which is foreign controlled, 
involves high levels of exports, many of the transactions are con- 
ducted by interrelated companies. The net benefits to Canada in 
tax revenues and foreign exchange earnings may thus be affected. 

(viii) Resource development places heavy demands on the public purse 
for infrastructure in remote areas, subsidized transportation facili- 
ties and various tax incentives to the investors. 

Many of the disadvantages outlined here are only partially attributable 

to foreign investment; many are also common to Canadian investment. Some 
of these shortcomings can only be rectified by changes in domestic policy. 


CONCLUSION 


One of the major determinants of foreign direct investment in resource 
industries is the benefit derived by foreign processors and fabricators from 
backward vertical integration. The other major conclusions emerging from 
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this analysis of the nature and determinants of foreign direct investment in — 
the resource industries are not substantially different than in the case of 
our analysis of manufacturing. Foreign direct investment involves a mixture 
of costs and benefits to the Canadian economy. This mix differs from that 
in manufacturing on both the cost and benefit side. Large pools of capital are 
more important for resource development. Resource exploitation has made 
a greater contribution to regional development. It has resulted in greater 
emphasis on the employment of capital relative to labour. As in the case 
of manufacturing, resource development often gives the foreign investor a 
special return. The extraction of resources can give their proprietor a return 
in excess of the cost of retrieval plus a fair or normal profit. ’ 

Natural resources are in demand internationally. Canadian priorities, 
on the other hand, may require less emphasis on this sector or the addition 
of further activities such as processing and fabricating, if Canadian objec- 
tives are to be met. Canadian resources still appear attractive to foreign 
buyers. While the circumstances certainly vary from commodity to com- 
modity, there would appear to be scope for increasing the benefits and re- 
ducing the costs to the Canadian economy from resource development in this 
country, whether Canadian or foreign owned. 
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Chapter Four 


THE MULTINATIONAL ENTERPRISE 


INTRODUCTION 


The same general determinants of direct investment apply to the growth 
of the multinational enterprise (MNE). In manufacturing, the MNE generally 
invests abroad to obtain a further return on its distinctiveness. In the resource 
industries, the MNE tends to invest abroad to obtain assured supplies for 
processing facilities in the home market through backward vertical integra-_ 
tion. While not all foreign direct investment takes place within the multi-/ 
national structure, the MNE is becoming increasingly significant as the 
vehicle for international flows of goods and services, capital and technology. 

Before proceeding, it is important to be clear on what is meant by the 
multinational enterprise. Various other terms have been employed to describe 
the phenomenon: the “multinational corporation”, the “international corpo- 
ration”, the “transnational corporation”, and the “supranational corporation”. 
The definition adopted is of course arbitrary. What is important is the central 
Pies it ve to capture. For the purposes of this study, the. multinational 


a rie ieee aes ec ich straddles several ec ‘economies ss (a ‘minimum. _ of 
four or five) and divides its_global activities between differe different_countries with 


a view to realizing overall corporate objectives. 


PAST GROWTH OF THE MULTINATIONAL ENTERPRISE 


As pointed out above, the distinguishing characteristic of the MNE is 
the extent of its foreign direct investment in a number of different countries, 
which is motivated by the same determinants as most other foreign direct 
investment. 

Direct investment has existed for some time, mainly on a bilateral basis. 
It was often undertaken by a more advanced country in a colony for the pur- 
pose of developing raw materials or food-stuffs (e.g., mining or plantations). 
There was also some supporting direct investment in infrastructures such as 
railways, roads and canals. During the late 19th and early 20th century, there 
was a shift from investment in developing countries for the purpose of ex- 
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ploiting to investment in developed or industrial countries to exploit some 

distinctive capacity in manufacturing. Direct investment in resources still 

takes place, of course, but it is a declining proportion of total direct invest- 
ment. For example, at the end of the 19th century (1897), 59 per cent of 

United States foreign investment was in resources and only 15 per cent was 

in manufacturing. Fifty-four per cent was in developing countries. As of the 

end of 1969, $29.5 billion or 42 per cent of United States foreign investment 
was in manufacturing and $25.6 billion or 36 per cent was in natural 
resources. Geographically, about thirty per cent of this investment was in 

Canada, thirty per cent in Europe, twenty per cent in Latin America and the 

remaining twenty per cent scattered throughout the rest of the world.® 
Some indication of the size and growth of the MNE is given by the 

following figures: 
(i) The book value of United States foreign direct investment in- 
creased from approximately $7.5 billion in 1929 to $70.8 billion 
in 1969. 
(ii) Sixty-two of the top 100 United States corporations have produc- 
tion facilities in at least 6 foreign countries and 71 of the top 126 
industrial corporations for which information is available are re- 
ported to have one-third of their employment abroad. 
(iii), It is estimated that about 80 per cent of all United States foreign 
direct investment is accounted for by some 200 firms (e.g., General 
' Motors, Chrysler, Ford, Singer, Esso, ITT, etc.). About 100 non- 
United States firms comprise the major MNE’s of the rest of the 
world (e.g., Nestlé, Shell, Lever Brothers, etc.). This means that 
ee 300 MNE’s, two-thirds of them United States controlled, 
/ dominate the field of foreign direct investment. 

(iv) Some attempts have been made to obtain data on the proportion 
of world production accounted for by MNE’s. These estimates 
are highly questionable, as they are inflated by double counting 
and involve comparisons of different measures of output. But they 
are the best available. According to one estimate,* the production 


3 Survey of Current Business, U.S. Department of Commerce, October 1970. 

Judd Polk, Statement before the Sub-Committee on Foreign Economic Policy of the 
Economic Committee of the U.S. Congress, 27 July 1970. 

In a study for the Economic Council of Canada entitled An Essay on Some Critical 
Aspects of the International Corporation, J. N. Behrman estimated that the GNP of the 
free world was about $2,000 billion in 1969 of which about $1,050 billion was outside the 
U.S. Sales in the free world by foreign controlled affiliates he estimated to be about $300 bil- 
lion, approximately half by affiliates owned in the U.S. and half by affiliates owned elsewhere. 
Thus, according to Behrman, about 15 per cent of sales in the non-communist world was 
accounted for by foreign controlled subsidiaries. 

It should be noted that Polk’s estimates of sales by non-U.S. subsidiaries in the U.S. 
appear to be quite high. This in part accounts for the apparent contradiction between the high 
level of sales by non-U.S. MNEs and earlier statements concerning the dominance of U.S. 
controlled MNEs. It is not clear what definition of an MNE is used by Polk. It is possible he 
is employing a definition that embraces virtually all bilateral direct investment. 

It is implicit in Behrman’s text that he estimates foreign controlled sales in the U.S. lower 
that Polk does. It is likely that he would not estimate the foreign controlled portion of free 
world GNP outside the U.S. substantially differently from Polk’s 26 per cent. 
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activities of United States subsidiaries in other countries result 
in well over $200 billion a year in sales. The subsidiaries which 
other countries control probably account for about $100 billion 
of production in the United States and $150 billion of production 
in other countries. It is further estimated that world GNP is 
$3,000 billion, of which $2,350 billion is produced in the non- 
communist world. The result is, that of $2,350 billion of GNP 
in the non-communist world, $450 billion, or 19 per cent, is 
accounted for by foreign controlled subsidiaries. Out of $1,350 
billion of GNP in the non-communist world outside the United 
States, $350 billion, or 26 per cent, is accounted for by foreign 
controlled subsidiaries. 

With the growth of the MNE, direct investment abroad, international 
production, and administered trade within the corporate stucture have begun 
to replace traditional forms of international trade as the model of economic 
relationships to achieve an efficient allocation of international resources. The 
foreign production of United States firms now greatly exceeds their exports. 
United States corporations are estimated to produce abroad (i.e., outside the 
United States) about $200 billion annually in comparison with annual ex- 
ports of about $30 billion.® Another study covering the countries which re- 
ceive most British foreign direct investment shows that in 1963 British direct 
investors produced in these countries twenty times as much as they imported 
for resale from the United Kingdom. Furthermore, between 1956 and 1963, 
purchases for resale by the subsidiaries fell by 7 per cent, whereas their 
local production in these markets rose by 62 per cent. In the same period, 
the exports of other British firms without foreign subsidiaries in these regions 
rose by 42 per cent.® 

In the early stages of United States international investment, particularly 
in manufacturing, the Canadian market was a major recipient. The Mexican 
economy also received substantial United States direct investment. However, 
the proportion of total United States foreign investment on the North 
American continent fell from 56 per cent in 1897 to 46 per cent in 1914 and 
32 per cent in 1968. There have been corresponding increases in United 
States direct investment in Europe. 

It is not only United States corporations that have been expanding 
their international business. One study of the 500 largest industrial corpora- 
tions in the world (approximately 300 United States and 200 non-United 
States) shows that in the 10 years following the formation of the Common 
Market (1957-67), United States corporations have not been outstripping 
their rivals. Rather, they fell behind from 1957-62 and only managed to 
keep pace between 1962 and 1967.7 This reflects, in part, the deliberate 

5 Polk, op. cit. 

°W. B. Reddaway, Effects of U.K. Direct Investment Overseas: An Interim Report, 
Cambridge University Press, 1967. 

7Stephen Hymer and Robert Rowthorn, “Multinational Corporations and International 


Oligopoly: The Non-American Challenge,” in The International Corporation, ed. Charles P. 
Kindleberger, M.I.T. Press, Cambridge, Mass., 1970. 
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strategy of European and Japanese governments of fostering MNE’s rooted 
in their jurisdiction. 

The reasons for the shift from resources to manufacturing and from 
developing to developed countries are not difficult to understand. As pointed 
out earlier, countries with large domestic markets and the ingredients of 
innovation and distinctiveness (e.g., high incomes, growing incomes, high 
educational levels, etc.), begin to look abroad for opportunities to expand 
markets for their distinctiveness. The United States has possessed these 
characteristics of growth and innovation for a number of years. United States 
government investment in research and development (R&D) during the 
1950’s and 1960’s reinforced these basic trends and became the source of 
much of the product change that was subsequently spread by United States 
MNE’s. Increasingly, distinctive capacities are being developed in Europe 
and Japan. Other factors contributing to these trends include: 

(i) improvements in transportation and communications, which have 

facilitated the expansion of international investment; 

(ii) foreign direct investment by one oligopolist, which has led to in- 
vestment by another to prevent a competitor from gaining an 
advantage; and 

(iii) the successful growth of MNE’s, which has led many national 
corporations to redefine their horizons and look abroad for oppor- 
tunities to increase their returns. 

Two other factors have also contributed to the recent increase in 
European and Japanese direct investment. Both areas have developed large 
surplus positions in their balance of payments, with the result that their sav- 
ings are in excess of their domestic requirements, and in both areas there 
have been significant improvements in capital markets—one of the major 
supporting ingredients of expansion. These two developments, in themselves, 
do not explain the rapid increase in non-United States direct investment 
abroad. As pointed out above, direct investment involves more than financial 
flows. However, these factors undoubtedly facilitated the growth of European 
and Japanese direct investment. 

Another factor should also be noted. Corporations are increasingly 
extending their operations internationally, looking beyond the single national 
market because of the large sales needed to support costly research and 
product development. This need for global markets varies from industry to 
industry, but is particularly evident in aircraft, computers and other high 
technology goods. 


NATURE OF THE MULTINATIONAL ENTERPRISE TODAY 


The MNE, like the bilateral foreign investor, has its distinctive capaci- 
ties to market or resource needs to fill. It generally has considerable market 
power and technological capabilities. But it is likely to have other important 
characteristics as well. 
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SIZE 


MNE'’s tend to be very large. As pointed out above, 62 of the largest 
100 American corporations qualified as MNE’s under the definition given 
above. Using an alternative definition of an MNE as an enterprise with foreign 
content of 25 per cent or more—“foreign content” being defined as the pro- 
portion of sales, investment, production, or employment abroad—and apply- 
ing this criterion to the 200 largest United States and 200 largest non-United 
States firms in the 1967 Fortune list, there appear to be about 75 to 85 
American and a similar number of European companies which qualify as 
MNE’s, Of the corporations reporting under the Corporations and Labour 
Unions Returns Act (CALURA), data for 1968 show that the average size of 
foreign owned corporations in Canada in terms of assets was $7.8 million. 
The corresponding figure for Canadian owned corporations was $1.7 million. 
While not all of the foreign owned corporations in Canada would qualify 
as “multinational” under the definition given above, the fourfold discrepancy 
in size is significant. 


FINANCIAL STRENGTH 


Size tends to be associated with financial strength. The successful big 
firm has large retained earnings, and easier access to financial markets. If it 
is an MNE, it has the ability to tap the financial resources of its subsidiaries 
abroad and the financial markets of various countries. This financial strength 
not only gives it advantages in competition with domestic firms, but it also 
gives it room to manoeuvre when dealing with governments, so as to avoid or 
minimize the effects of monetary and fiscal controls. 


FLEXIBILITY 


Size and financial strength give the MNE another important quality, the 
flexibility that comes from having a greater number of options. The MNE can 
serve world markets from production facilities located in a number of coun- 
tries. It is thus in a better position to respond to changing conditions and 
circumstances, whether they arise from business operations or the activities of 
government. This can be both an advantage and disadvantage. The MNE can 
adjust the location of its production quickly if it is prepared to meet the 
wishes of a national government, although it may do so only with reluctance 
because of costs it has already sunk in productive facilities elsewhere. By the 
same token, however, the MNE also has the flexibility to circumvent a 
national government when it is not prepared to accede to its pressures. 
In addition, the MNE can alter the flow of earnings from subsidiaries to 
parent through a number of techniques, including the price at which it sells 
to affiliates under licensing arrangements. Its growth is not tied to the business 
cycle of one country. When an MNE is deciding where to put a new plant, its 
flexibility puts it in a particularly strong position to bargain with the possible 
alternative host countries. 
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POWER 


Size and consequent financial strength, together with flexibility, confer 
great economic power on the MNE. It can often negotiate more favourable 
terms of entry to a country than another investor. It can switch production 
from an affiliate in one country to an affiliate in another. It can more readily 
circumvent local monetary and fiscal policy. It may be able to mobilize home 
government support if threatened. It is this power which makes the MNE a 
challenge for governments, not only of small countries but of larger ones as 
well. The OPEC countries (The Organization of Petroleum Exporting Coun- 
tries) have concluded that joint action—the concentration of bargaining 
powers—is the only way of dealing with the challenge they see presented by 
the major international oil companies, virtualy all of which qualify as MNE’s. 


PLANNING ABILITY 


Another important characteristic of the MNE is that it tends to use its 
power to maximum advantage. It is a long-run planning organization that 
realizes the value of central coordination and control. For instance, for the 
past several years, some 100 major world corporations have been working 
on a study of the future corporate environment between the years 1975 and 
1985 under the aegis of the Hudson Institute. Standard Oil of New Jersey has 
a group of executives looking at the global environment and its implications 
for the company in the 1980’s and 90’s. In contrast, the horizons of national 
governments tend to be limited by the length of their terms of office. While it 
is easier for corporations to plan because of their simple and more homo- 
geneous goals, their greater emphasis on long range planning may well give 
the MNE a further advantage in bargaining with sovereign states. 

It should be noted that the multinational structure is not without its 
internal contradictions, which tend to prevent it from reaching its full poten- 
tial. On the one hand, it must adapt to local conditions and to the demands 
and needs of local management in each country. This calls for a certain 
amount of decentralization. On the other hand, it must coordinate activities 
in various parts of the world; and this calls for centralized controls. The 
achievement of a proper balance between these two is a major problem within 
the multinational structure. 

There is one other characteristic of the multinational enterprise which 
should be noted. The so-called multinational enterprises are really national 
enterprises with multinational operations. Very few examples can be found 
of firms whose ownership (and, less so, control) is generally spread among 
several countries, whose management is chosen with no regard to nationality, 
and whose boards of directors are balanced in accordance with the inter- 
national distribution of assets. Generally, however, control rests in the home 
country—despite some degree of decentralization—for the important decisions 
regarding the location of investment, the activities to be undertaken, the inter- 
national distribution of markets, and the international distribution of profits. 
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This is not to deny that MNz’s develop characteristics which run counter to 
some of the national biases related to earlier Stages in their development. 
Nonetheless, the internationalization of business has not progressed very far in 
the sense of “denationalizing” control. For example, of the 1,851 top man- 
agerial positions in United States companies having substantial international 
operations, only 1.6 per cent were held by non-Americans. This is perhaps 
understandable when it is remembered that MNE’s still have their major 
assets, sales, employment, etc. in the home market. Only 11 of the Fortune 
list of S00 companies had over 50 per cent foreign content (as defined above) 
in 1965. 


FUTURE DEVELOPMENT OF THE 
MULTINATIONAL ENTERPRISE 


Even on the basis of very conservative estimates, it seems clear that 
MNE’s will continue to grow and become increasingly powerful institutions 
It is estimated by one observer that the annual value of output in foreign 
markets by MNEg’s will rise from the present level of between $300 billion 
and $450 billion to over $2,000 billion by 1990 and account for half the 
“free world” GNP compared to some fifteen per cent in 1969. The world’s 
economy will be dominated by 300 or 400 Super MNE’s. It will not be 
unusual for an MNE to have one million employees. Most of these projec- 
tions are based on rather simple techniques and are open to serious question. 
However it is probably true that the total value of production by MNE’s will 
exceed $1,000 billion by 1980.8 

Assuming that the present wave of mergers throughout the world contin- 
ues, encouraged by government policy in certain cases—Europe being a 
notable example—the size of MNE’s will tend to grow rapidly. This same 
tendency toward greater and greater size will presumably reduce the overall 
number of corporations involved, simply because the world’s total stock of 
large business firms must be expected to grow less rapidly than the rate at 
which mergers link them together. Thus we will probably have fewer but 
larger MNE’s in future. 

While European and Japanese MNE’s will continue to grow rapidly, 
it is likely that United States rooted MNE’s will continue to dominate the 
international stage for the foreseeable future. Global sales of the top 10 
United States corporations are about two and a half times as large as the 
sales of the top 10 non-United States corporations. Although the relative 
size ratio declines for smaller corporations, it stabilizes from the 40th largest 
corporation to the 200th, with the global sales of United States controlled 
MNE’s being about 1.6 times larger than their non-United States counter- 
parts. United States corporations also appear to have an advantage in their 
administrative and organizational abilities, which gives them a flexibility 
and mobility that non-United States corporations do not have. This advantage 


* Behrman, op. cit., pp. 3 ff. See also Howard Perlmutter, in Business Abroad, April, 1969. 
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—developed in the early stages of the growth of national United States cor- 
porations to enable them to meet the challenges of the large and diffuse 
United States market—has given United States controlled MNE’s an organiza- 
tional head start. United States administrative and business techniques are 
now being adopted in Europe, Japan and elsewhere.* Lastly it should be 
noted that the United States economy during this century has manifested, 
to a greater extent than its competitors, those characteristics which determine 
innovation and distinctiveness. Furthermore, the possession of innovational 
capabilities tends to be self-perpetuating, with the result that the United 
States lead will be difficult to overcome. As noted above, however, Europe 
and Japan are increasingly developing their own MNE’s, as a result in part 
of government encouragement. The continuing dominance of United States 
MNE’s of course assumes that the United States government will not signif- 
icantly extend the restrictions on the activities of the United States multina- 
tionals beyond those instituted as part of its Balance of Payments Programme. 
(In this context, it is notable that the legislation approved by Congress late 
in 1971 providing for the establishment of Domestic International Sales 
Corporations is aimed at encouraging exports from the United States, as 
opposed to production and sale by United States subsidiary companies 
abroad. ) 

In summary, it appears that, over the coming decade, multinational 
enterprises will continue to grow, as both United States corporations and 
non-United States corporations try to establish world-wide market positions 
and protect themselves from the challenges presented by each other. This 
assumes the present environment does not change in a way that is now un- 
foreseen and, in particular, that governments will not intervene significantly 
to curb the growth of MNE’s. 


IMPLICATIONS FOR NATIONAL GOVERNMENTS OF 
THE MULTINATIONAL ENTERPRISE 


The growing strength and importance of MNE’s has implications for 
national governments. These are simply noted here and are developed later. 


Broadly speaking the implications for national governments arising 
from MNE’s are the same as those arising from bilateral direct investment: 


(i) there is a pool of costs and benefits and the issue is one of 
distribution between the MNE, home governments, and host gov- 
ernments; and 


(ii) investment by an MNE may involve a range of returns which 


provides scope for bargaining in order to increase benefits to the 
host country. 


° Hymer and Rowthorn, op. cit., pp. 62-64. 
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While the challenges arising for national governments from the MNE 
are not qualitatively different from the challenges posed by large bilateral 
direct investment, the characteristics of the MNE noted above (side, financial 
strength, flexibility and planning ability) provide it with an added measure of 
power, with the result that it presents challenges which are greater, more 
complex, and more difficult to deal with. In particular, the ability of the 
MNE to play the government of one country off against the government of 
another is a factor that must be taken into account. It may well be that 
cooperation between governments will be needed in the long run if this 
power is to be contained. 

Some of the other implications of the growth of MNE’s for national 
governments are set out below. 


INTEGRATION OF THE WORLD ECONOMY 


The growth of MNE’s is likely to lead to greater global integration of 
national economies. This will tend to reduce the abilities of national govern- 
ments to control their own economic destiny. The challenge to national 
governments can be put quite succintly: MNE’s tend to develop one industry 
across several countries, while most national governments try to develop 
several industries across one country. The two look at the world from a 
different perspective and have different priorities. While individual govern- 
ments are concerned first and foremost with the state of their own national 
economies, MNE’s view their own operations in more global terms. The 
potential exists, therefore, for growing conflict between the two. Because 
at present most large MNE’s are United States controlled, United States 
oriented, and rely on their home government for protection, this state of 
affairs could create new areas of friction with the United States. For the 
government of a relatively small country like Canada this could have serious 
adverse consequences, for Canada could find itself confronted not only by 
the subsidiary and its parent but also the parent’s government. Since other 
countries are likely to find themselves facing some of the same problems 
as Canada, it is possible that Canada could cooperate with some of these 
other countries to help strengthen its position in dealing with MNE’s. 

A host government is not without some leverage in dealing with the 
MNE in an effort to obtain a more equitable sharing of costs and benefits. 
Location on its territory of some investments of the MNE gives it certain 
bargaining power. Through the control it may exercise over these assets, it 
can exert some influence on the parent and perhaps the home government, as 
appears to have happened in the case of the Canada-United States Auto 
Agreement. 

In the longer run, the development of MNE’s, especially if they begin to 
lose their national identity, could lead to growing confrontations with all 
national governments. It should not be forgotten that MNE’s are beginning 
to constitute a growing problem for the United States government by making 
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it more difficult for it to achieve certain major objectives. The part played by 
United States owned companies abroad in aggravating the nation’s balance of 
payments difficulties led the government to impose restrictions on them. The 
United States government is also coming under increasing pressure from 
United States labour to prevent the “export of jobs” said to accompany 
direct investment abroad by United States MNE’s. The United States concern 
over the behaviour of MNE’s rooted in that country foreshadows a longer 
run possibility, namely that the MNE will become a power in its own right, 
not particularly tied to any one national jurisdiction—except perhaps by 
reason of incorporation. 

Some observers have welcomed the development of the MNE as a device 
for integrating the world economy and eliminating poverty in the developing 
world. They have stressed the advantages of economies of scale and sug- 
gested that the MNE will become a powerful force in allocating capital 
efficiently and spreading technology from advanced to developing countries 
through its superior organizational ability. The MNE is pictured as an 
institution spanning the entire globe, producing each component in a country 
where costs are lowest, and making technical advances and product innova- 
tion quickly and evenly available throughout the world. The MNE would 
thus lead to international equalization of standards of living. It is even pre- 
dicted that the MNE will eventually supplant the nation-state as the post- 
industrial form of social organization. 

It is by no means certain that all of these developments are likely to 
occur. The theory of international trade postulates a tendency towards the 
unification of the world’s living standards and the eventual eradication of 
poverty. However, the world of reasonably perfect competition—on which 
the theory of international trade is based—simply does not exist in practice. 
There are imperfections in the international marketplace and these are further 
magnified by the intervention of national governments in a variety of ways to 
achieve a variety of objectives. Governments have been unwilling to allow 
national resource allocation to be determined solely by the international 
marketplace. They have fixed exchange rates, put up tariffs and other trade 
barriers, and manifested a determination to protect and increase the welfare 
of the population in their jurisdiction. By interfering with the operation of the 
“equilibrating mechanisms”, they have prevented the theory of competition 
from fully proving itself. There is no reason to believe that national gov- 
ernments will behave any differently in the face of the MNE. Given the 
existence of national biases, it is unlikely that foreign investors and foreign 
governments will be completely neutral as to the location of activities and 
profits. In any event, differential rates of growth in population mean that 
more industrial activity will be needed in certain areas to provide jobs for a 
rising population. It should also be noted that there is no reason to assume 
that international uniformity of products, resulting from the growth of MNE’s, 
is a desirable objective. 
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There is another point worth noting in this connection. If MNE’s were 
to develop to the point where they become the major organizers of produc- 
tion in the world, they would undoubtedly wield substantially more power 
than they do already. But power responsible to whom? At the moment 
power is wielded largely by national governments responsible to their elec- 
torates. In a world dominated by large and powerful MNE’s, to whom would 
non-elected boards and management of multinational enterprises be respon- 
sible? Domestic corporations are generally subject to national control, but 
there is, as yet, no international legal order which could control MNE’s. 


ADMINISTERED MARKETS 


As pointed out above, the multinational enterprise is replacing the 
market as the method of organizing international economic exchanges. The 
growth of the MNE has led to increasing rigidities in both domestic and 
international markets. Administered decisions with regard to prices and the 
allocation of production are becoming more prevalent. Such decisions may 
make good corporate sense, but are not necessarily in the best interests of 
the economy generally. MNE’s are less responsive to macro-economic tools 
such as monetary and fiscal policy. They use their extensive market power 
to create wants and ensure their own growth, without regard to social costs. 
In these circumstances, governments cannot rely on the “invisible hand” to 
give their country an equitable share of world growth and distribution of 
wealth. The situation is further complicated by the fact that other govern- 
ments are intervening in the operations of MNE’s in an effort to have them 
locate more activity in their respective jurisdictions. If Canada abstains 
from these practices, or does not put itself in the position to influence the 
activities of MNE’s, there is the risk that bargains will be made at Canada’s 
expense. The characteristics and the capacities of the MNE must clearly be 
taken into account by national policy. 


PERPETUAL DEPENDENCE 


It was suggested above that the MNE is a perpetual power centre of 
innovation which percolates down to the host economy in due course. To 
the extent that MNE’s are growing in importance, this suggests that Canada 
Should seek to develop some MNE’s of its own where this is economically 
feasible and beneficial. This notion is examined later in this report, although 
it is pointed out that this development is not an unmitigated advantage. 
Canada’s small market tends to give it less holding power over the activities 
and development of the MNE than do the new “host” markets into which 
Canadian-based MNE’s are likely to expand. Canadian MNE’s can, there- 
fore, present problems for Canadian economic policy similar to those arising 
from MNE’s that are based abroad. 
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POSSIBLE COURSES OF ACTION 


It seems clear that the rise of the MNE creates a new situation that 
requires new powers in the hands of the government. Even though they 
can make an important contribution, it is unlikely that the traditional tools 
of controlling the business environment—tax, tariff, competition, and mone- 
tary policy—will provide an efficient means of achieving these and other 


goals. 
There appear to be three broad possible courses of action, or some com- 
bination of them, open to national governments to meet more directly the 


challenge of the MNE: 
(i) resistance to the MNE where it adds nothing to national economic 
objectives; 
(ii) international cooperative action between governments to control 
its activities and, failing this, 
(iii) national measures to ensure that the host economy derives maxi- 
mum benefits from MNE operation, and that their development 
is compatible with national economic goals. 
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Chapter Five 


FOREIGN TAKEOVERS OF CANADIAN OWNED 
COMPANIES 


A particular aspect of direct investment from abroad involves the acqui- 
sition by foreign interests of domestic companies previously controlled by 
Canadians. This chapter is concerned with examining the number of foreign 
takeovers only for those portions of the economy to which the Combines 
avenue for foreign control and, finally, the policy implications of this 
development. 


NUMBER AND IMPORTANCE OF TAKEOVERS 


The Office of the Director of Investigation and Research under the 
Combines Investigations Act records foreign takeovers of Canadian firms. 
This source, unfortunately, is not comprehensive. For one thing, it records 
takeovers only for those portions of the economy to which the Combines 
legislation applies and thus excludes many service sectors. Second, it relies 
on public sources, not on any statutory authority requiring the purchasing 
or acquired firm to report. As a result, it may not record all acquisitions, 
even for those parts of the economy to which the Combines legislation does 
apply (although it probably does record virtually all large takeovers). Third, 
it does not show the value of the firms taken over, the way in which the take- 
over was financed or the reasons for the acquisitions. Finally, the data do not 
indicate whether the firm being bought is Canadian controlled or already 
foreign controlled, although in the great majority of cases it is Canadian 
controlled. 

This source has been supplemented by a special study published by the 
Economic Council of Canada in 1969. This was based on data made available 
by the Combines Office from an official questionnaire which it sent to firms 
known to have made at least one acquisition in the years 1945 to 1961 and 
to be conducting business in a sector of the economy to which the Act applied. 
This survey asked questions about the value of takeovers and the reasons 
for them. Some of these data and the more recent Combines Office statistics 
are combined in Table 11 below. 
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TABLE 11 


MERGERS INVOLVING A FOREIGN OWNED OR 
CONTROLLED ACQUIRING COMPANY 


Year Number Value* 
ee ee SSS ee 
$000 
OAS eee ete en ccs cen tere ce eee es 23 i/ 2A! 
1 9AG Re eee eee eee tea 15 7,913 
1947 ee eee cee 13 4,401 
1 OAS ers Bec. hee eee, ce, cere cence 14 4,433 
OA Qe tee nena scaece cencenss 11 5,638 
1 OSO a ee. eee a Btn ara ease 9 9,544 
1951 ee ee ee 19 37,568 
1952 Ree tee tee tee cee ee 17 16,074 
195920 ee rans 25 30,243 
19540, 0) ees eee eens 43 83,794 
19S Sikes 56 147,346 
19560 eco ee ee ee 54 162,224 
1 62 kaye (ne ee eS IN ee ohetndone: 35 94,406 
1958 ee eer ace Re eee 60 99,011 
Fo oh ne sc aR ee A a cen aaah 66 72,144 
V9 GO oc asec ease 93 279 ,000 
1961 see ee ee ee oe 86 170,401 
TOG 2 eerie ee eee ae 79 Not available (n.a.) 
1963 Sean ee Bs eee 41 n.a. 
TOGA ee oe eet. airs ee ee ee enna 80 n.a. 
19 GS fee ts AEE es fc car ees eee 78 n.a. 
LOG6 Sos eed ee cscs se eee 80 n.a. 
196 [eis cree eee eer ee eee 85 na. 
19683 eee. ee ee 163 na. 
1969.2.) A Se Oe ee cee 168 n.a. 
1970 oes) cote eehks ee eee ee 163 n.a. 
NOW Toe tarc aa ce nee eee a ee 130 (p) n.a. 


*Total price paid. 
(p) Preliminary. 


From the above, it will be apparent that through the years there has 
been an increase in the number of foreign acquisitions with a new plateau 
reached in the period 1968-1970. 

Related information has been provided by Statistics Canada, which has 
been recording all takeovers that have come to its attention—namely those 
for which the financing has been through capital imports or exports (the 
latter for reverse takeovers). Hence it excludes takeovers financed through 
the retained earnings of foreign controlled firms already in Canada, through 
borrowings in Canada or through the swapping of shares. In other words, it 
is incomplete as a measure of takeovers. Nevertheless, it is of some value 
as an indicator of the proportion of capital inflows which is used to take over 
Canadian concerns, rather than to start up new concerns or to expand estab- 
lished ones. The only figures available are for the four-year period 1966 to 
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1969. In those years some $450 million of the capital inflow was used to 
acquire Canadian controlled firms. At the same time, reverse takeovers were 
less than one-third as great, totalling $125 million. The net flow of $325 
million was equal to one-eighth of the net direct capital inflow of about $2.7 
billion. 

The figure of $450 million, it should also be noted, was substantially 
higher than the cash payments for acquisitions in any four consecutive years 
in the 1945-1961 study, suggesting that the value of takeovers has also 
risen substantially since the 1950’s.1 


THE IMPACT OF TAKEOVERS ON THE GROWTH IN 
FOREIGN CONTROL 


The study published by the Economic Council of Canada also attempts 
to measure on a sector-by-sector basis, the proportion of the overall increase 
in the book value of foreign controlled firms between 1945 and 1961 which 
was due to takeovers. The method was to add the book value of all Canadian 
firms acquired by non-residents in the period 1945-61, using the value of the 
acquired firm at the actual time of acquisition. It then compared the totals 
for each sector to the book ‘value of assets in these sectors controlled by 
non-residents in 1962. 

For the manufacturing sector, the study shows that the value of assets of 
Canadian controlled firms taken over by non-residents from 1945 to 1961 
totalled $1.4 billion, representing twelve per cent (at constant prices) of the 
total value of assets in manufacturing controlled by non-residents in 1962. 

In this study, no account was taken of the growth in the book value of 
the acquired firms between date of purchase and 1962. Furthermore, some 
of the firms represented in the book value of assets controlled by non- 
residents in 1962 were undoubtedly acquired in earlier periods. For these 
reasons, the twelve per cent figure understates the significance of takeovers as 
an avenue for the growth in foreign control. The comparable figure of two per 
cent in the mining sector is probably also an understatement. 

Within the manufacturing sector, the industries in which takeovers were 
greatest in 1945-61 were petroleum and coal products ($460 million), 
primary metal ($217 million), paper ($143 million), food and beverages 
($126 million) and non-metallic mineral products ($119 million). Taking 
the total value of assets of firms acquired by foreigners in 1945 to 1961 as a 
ratio of the value of assets controlled by foreigners in 1962, the largest were 
leather (57 per cent), non-metallic mineral products (28 per cent), wood 
(25 per cent), printing and publishing (17 per cent), petroleum and coal 
products (16 per cent) and food and beverages (15 per cent). 


©The value column in Table 11 includes cash payments, value of stock payments, value 
of debts assumed and value of other considerations. See Grant Reuber and Frank Roseman, 
The Take-Over of Canadian Firms, 1945-61, published by the Economic Council of Canada, 
1969, p. 192. 
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The above data, although less comprehensive than desirable, at least do 
make clear that takeovers have been a very significant element in the growth 
of foreign control of Canadian business, particularly in manufacturing. 


REASONS FOR TAKEOVERS 


The reasons for extensive direct foreign investment in Canada were dis- 
cussed previously. Therefore, the discussion below focuses mainly on the 
reasons why a foreign businessman might prefer to enter the Canadian 
market by acquiring a Canadian firm rather than starting a new enterprise. 
While no current quantitative analysis is available on the relative importance 
of the several reasons for extensive takeovers, the Economic Council study 
does shed some light on this subject. In reply to the Combines Office 
questionnaire, the reasons given by acquiring firms in order of importance are 
set out below, divided into two categories. The first deals with the reasons why 
acquiring firms were in the market to buy; the second, why acquired firms 
were willing to sell. The first includes: 


(i) the greater speed and reduced risk that acquiring an existing firm 
permits, including access to established marketing channels or to 
assured markets; 

(ii) the possibility of acquiring established or unique capabilities, such 
as a good man or management team, specialized technology or 
know-how, necessary licences or permits from regulatory authori- 
ties, brand-names or trade-marks; 

(iii) obtaining quick access to, or precluding a competitor from getting 
quick access to, sources of supply, market outlets, and for other 
reasons aimed at reducing competition; and 

(iv) miscellaneous reasons, including taking advantage of tax laws, 
getting control of liquid assets, etc. 


The above reasons all relate to the demand for Canadian firms by foreign 
companies. Those below focus on the supply side—on the fact that many 
firms were for sale. Indeed, in replying to questionnaires, many acquiring 
firms emphasized as a first reason for their purchase the availability of the 
acquired firm. More specifically the supply reasons included, again in order 
of importance, the following: 


(i) the owner wished to retire; 
(ii) the firm was in financial or competitive difficulties; 
(iii) the need for liquid capital, either for expansion or to pay inherit- 
ance tax. 
In addition to asking why the foreigner might prefer to buy an existing 


firm, instead of starting from scratch, it is also worthwhile asking why a 
foreigner, rather than a Canadian, was acquiring the firm. One reason may be 
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that the real cost of purchasing the firm is greater for a would-be Canadian 
buyer than a foreigner. For instance, the cost of capital is normally greater in 
Canada than in the United States. It may, therefore, be less expensive for an 
American than a Canadian owned company to acquire funds—unless the 
Canadian company is able to borrow in the United States on comparable 
terms. United States tax provisions may also give an advantage to an Ameri- 
can company. For example, it appears that a more attractive deduction for 
tax purposes is available to a United States owned company undertaking 
petroleum explorations in Canada than is available under Canadian tax law 
to a Canadian company, which of course could make no claim for the United 
States write-off if it were Canadian owned. 

Prior to the recent reform of domestic income tax legislation, United 
States firms were also reported to enjoy a marked advantage because of 
their right to deduct from taxable income interest paid on funds that were 
borrowed to finance the acquisition of another firm, a right that was not 
available in Canada. The effect allegedly was to make it cheaper for an 
American than a Canadian company to finance takeovers, although this 
advantage does not appear to have been of great significance. In addition, 
it appears that United States businessmen may be willing to pay more for a 
firm than their Canadian counterparts because the historically lower interest 
rate structure which has prevailed in that country has in turn accustomed 
United States businessmen to accept a lower rate of discount on funds loaned 
over a period of time than Canadians. Yet another possible reason why a 
foreigner may be willing to pay more is that he may have greater efficiency, 
or some other distinctive advantage, which enables him to project higher 
profits from the acquired Canadian firm than any potential Canadian buyer.1! 


IMPLICATIONS OF TAKEOVERS 


Notwithstanding the lack of full information, some generalizations can 
be made about foreign takeovers. Firstly, foreign takeovers often do not 
result in any significant growth in Canadian employment. Nor do they 
necessarily release funds to be used elsewhere in the Canadian economy for 
creating jobs. For example, payment received by the seller is often wholly 
or partly through share swaps. In effect, this means that the foreigner takes 
control of a Canadian enterprise with the Canadian acquiring a share in 
the foreigner’s Canadian subsidiary. Alternatively, the funds used by the 
acquiring firm may actually be borrowed in Canada, also implying that no 
net new funds are being released. 


“As for reverse takeovers, Canadian firms have been repatriated for a mixture of 
reasons; to save the jobs of workers when the foreigner decides to close down; because the 
foreigner became uneasy about the Canadian environment; because a Canadian decides to 
move into a particular industry and offers an attractive price; because a U.S. controlled 
subsidiary has to be sold off because of a U.S. anti-trust ruling. More information and 
further study are needed in this field. 
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Even if the non-resident brings his capital with him and pays the seller 
in cash, and the seller subsequently invests the capital in job creating activity, 
this may add nothing if the Canadian government has borrowed money on 
the Canadian capital market to buy the foreign currency of the non-resident 
to achieve its exchange rate objectives. In that kind of case, the same impact 
could be had if there had been no takeover, and if the Canadian seller had 
borrowed directly the money which was required to start the new job creating 
activity assuming the Canadian was sufficiently credit-worthy to borrow the 
funds. 

Another possibility is that a Canadian seller may receive only a small 
initial payment with additional payments to come from future earnings. The 
Canadian, even if paid in cash, might invest abroad or use all or part of it 
for consumption. In all of these possibilities, no new jobs are being directly 
created. Indeed, even if he deposits the money in an institution which eventu- 
ally invests it in job creating activity, the time lag can be considerable. This, 
of course, is not to say that in all circumstances funds released in a takeover 
may not be used for creating jobs elsewhere—only that the chances are 
significantly slimmer than is the case when a new firm is started. 


Foreign firms which prefer to take over a Canadian controlled firm 
rather than to start from scratch are less likely to provide any net advantage 
to the Canadian economy. Indeed, as indicated previously, the foreigner may 
be buying the Canadian firm to obtain its technology, markets or man- 
agement. By the same token, in purchasing a large or leading Canadian con- 
cern, the foreigner is less likely to be adding as much new competitive 
thrust as he would be if he were to start up a new firm or to take over a 
small one. In this connection, it is likely that respondents to the questionnaire 
downplayed the anti-competitive reasons for takeovers because of the fact 
that they were reporting to the Combines Offices. 

In all the above comments, the emphasis is on likelihoods, not absolutes. 
Indeed, as was also implied above, foreign takeover obviously can involve 
the saving of jobs in firms which would otherwise be shut down. It can 
introduce new competitive stimulus, new technology, new capital, additional 
management capacity, new markets and the economies of scale. In some cir- 
cumstances, it may also release funds for job creation elsewhere in the 
economy. Furthermore, although a takeover normally involves concentration 
of production, as opposed to new competition, this may be more appropriate 
in some industrial situations. 

The arguments and analysis above suggest that takeovers are less likely 
to provide economic benefits than are new investments. Where a takeover 
does not provide a significant contribution to the economy, or where it in- 
volves some net cost to the economy, it seems appropriate to question the 
desirability of allowing the transaction to be consummated. 


One complication, of course, is that there may be conflict between the 
private and public interests. In cases of takeovers involving no significant 
benefits to the public, the Canadian owners may wish to sell for perfectly 
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legitimate reasons and not unnaturally want the best price. At the same time, 
it should be observed that the government already does intervene in the 
economy in this way by completely prohibiting foreign takeovers in certain 
key sectors (e.g., banks, federally incorporated financial institutions, broad- 
casting, etc.) and by blocking certain domestic mergers through competition 
legislation. Furthermore, most of the arguments against takeovers set out in 
the previous two paragraphs apply with greatest force to the taking over of 
firms with very substantial assets, i.e., firms which are least likely to be 
personal or family firms and most likely to be trading publicly. 


CONCLUSIONS 


The data on the number and value of takeovers and on the reasons for 
them are not as comprehensive as they might be, although they are probably 
as good or better than those that can be found in most countries. Because of 
the great importance of foreign takeovers in Canada, a more systematic 
gathering of such data should be an essential part of a better programme by 
government for obtaining information about foreign controlled companies in 
Canada. 

Notwithstanding shortcomings in the data, it is evident that takeovers 
have been an important route through which foreign control of Canadian 
manufacturing activity has grown. Furthermore, it is believed that the eco- 
nomic benefits of such takeovers are normally far fewer than those obtained 
through the starting up of new firms, particularly when the takeover involves 
large Canadian controlled firms. For this reason, consideration might be given 
to the adoption of public policy establishing a degree of bias against foreign 
takeovers, especially of large Canadian firms, which places the onus on the 
prospective foreign purchaser to demonstrate the benefit of the proposed 
takeover to the Canadian economy. 
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Part Three 


THE RELATIONSHIP OF BALANCE OF PAYMEN TS, 
SAVINGS, CAPITAL MARKETS, 
TECHNOLOGY AND MANAGEMENT TO 
FOREIGN DIRECT INVESTMENT IN CANADA 
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Part Three 


INTRODUCTION 


There are a number of factors which have helped to shape Canada’s 
dependence in the past on foreign direct investment. This investment has 
helped to fill a number of gaps existing in the Canadian economy, including 
those involving capital, technology, management and markets. There was, for 
example, an inadequate level of domestic" savings, as reflected in the long 
series of Canadian balance of payments deficits. Canadian financial markets 
were not always able to mobilize the large amounts of capital needed for 
many of the larger resource projects, nor were they prepared to assume 
risks in respect of many business ventures, which, in turn, reinforced de- 
pendence on foreign capital. The relative superiority of foreign technology 
and management capabilities also filled gaps in the economy, but at the same 
time increased Canada’s dependence on the foreign investor. Sometimes 
foreign direct investment served to open markets abroad that might otherwise 
not have been made available for Canadian goods, thus facilitating the 
achievement of greater economies of scale and a higher level of economic 
activity. In some cases, these markets resulted from international rationaliza- 
tion of production with the parent and other affiliates, in some cases from the 
exclusive allocation of markets in third countries by the parent to Canadian 
subsidiaries. In the case of resources, markets have often been provided as 
part of the chain of vertical integration established by the foreign parent. But 
foreign direct investment has also led to the exclusion of Canadian production 
from certain markets at the direction of the foreign parent. 

There has been an important interrelationship between foreign direct 
investment and elements of the economy such as savings, capital markets, 
technology and management. While direct investment from abroad has played 
a highly useful role in helping to fill the gaps that have existed in the economy 
—and has frequently been the most efficient way of doing so—it has also 
tended to perpetuate these gaps by stultifying the development of Canadian 
Capacities to perform more of these functions themselves. 

Part Three is concerned with examining some of the gaps that have 
existed in the Canadian economy and the relationship that exists between 
foreign direct investment and such elements as balance of payments, savings, 
capital markets, technology and management. The question of markets is dealt 
with more fully in Part Four. 
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Chapter Six 


FOREIGN DIRECT INVESTMENT AND THE 
BALANCE OF PAYMENTS 


INTRODUCTION 


This chapter assesses the need for further direct investment in Canada 
from the perspective of the requirements of Canada’s balance of payments. 

In general, the record shows that over the past decade the current 
account” of the Canadian balance of payments has been gradually improving; 
that there is a very large two-way movement of Capital into and out of 
Canada, both in long-term and short-term forms; and that foreign direct 
investment in Canada, as a proportion of gross (and net) imports of capital 
in long-term form has been becoming progressively smaller for more than 15 
years. 

The position on the current account of the balance of payments indicates 
the extent to which Canadians have to rely on foreigners to help finance 
Canadian economic growth. The current account is thus influenced heavily 
by the rate of economic growth which the Canadian economy is experiencing 
and by the fiscal and monetary policies of the federal government which help 
influence that rate of growth. The rate of economic growth required over the 
next several years could result in a return to a current account balance or 
even a Current account deficit. In the latter eventuality, even assuming a 
deficit of $1 billion to $1.5 billion, foreign direct investment would not be 
essential to offset such a deficit because other means of Strengthening the 
capital account would be available, such as long-term borrowing abroad or 
the restricting of certain categories of capital export. 

In examining the structure of the balance of payments, particular atten- 
tion is focused on the reasons for the large two-way flow of Capital into and 


*In Chapter Fourteen the balance of payments impact of foreign direct investment is 
examined. It traces the balance of payments implications, through time, of individual foreign 
direct investments. It also deals with the implications of foreign direct investment for the 
management of the balance of payments policy in the short run. 

*The current account of the balance of payments is a record of economic transactions 
in goods, services, and transfers between Canadian residents and residents of the rest of the 
world. The capital account records inflows and outflows of capital which change Canada’s 
foreign assets and liabilities, including business investment, government borrowings, as well as 
any “financing” activity necessary to balance any overall surplus or deficit that arises from all 
other transactions. (Because of this latter activity the current account and capital account 
must always be in balance.) 
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out of Canada. It is suggested that some of the flow is not inconsistent with 
sound international resource allocation, but that a part of it is largely specula- 
tive “hot” money and a part due to certain deficiencies in Canadian domestic 
capacities. The deficiencies focused on here are those in the capital markets 
(a point which is picked up again in our discussion of capital markets). 


STRUCTURE AND TRENDS 


The structure of Canada’s balance of international payments has un- 
dergone steady evolution since the 1950’s, and more notably since the 
devaluation of the Canadian dollar in 1962 and the exemption of new issues 
of Canadian securities from the United States Interest Equalization Tax in 
1963. The earlier pattern was dominated by relatively large current account 
deficits, essentially related to inflows of direct investment capital and the 
imports of capital goods which accompanied these investments. In recent 
years, merchandise surpluses have increasingly tended to balance out a 
rising non-merchandise deficit, and to strengthen the current account.? In- 
ward movements of portfolio capital (largely for bonds) and outward move- 
ments of money in short-term forms have become much more important 
in the overall payments position. 

These trends have been particularly marked over the past four years. 
The traditionally substantial current account deficit was relatively small from 
1967 to 1969 and a surplus was experienced in 1970. From 1967 to 1969, 
borrowing abroad of capital in long-term forms by Canadians was very 
large and growing rapidly. The resulting substantial surplus of long term 
capital inflows was largely offset by very large outflows of funds in short- 
term form from 1966 until the later months of 1969, and by large net pur- 
chases of foreign securities by Canadians in 1966, 1967 and 1968. 

From early 1969 until well into 1970, Canadian purchases of United 
States equities were substantially reduced and the balance of this account 
swung to net sales.‘ Towards the end of 1969 the outflow of funds in short- 
term form began to dry up. This coincided with an upsurge in merchandise 
exports, partly rebounding from strikes in major export industries in the late 
summer of 1969, but also reflecting heavy pressure of foreign demand, 
especially for automobiles and natural resources. These were two of the 
major factors which led to the unpegging of the Canadian dollar at the end 
of May 1970. In addition, merchandise imports were relatively weak in 


*It should be noted that the concepts used by Statistics Canada in compiling the 
balance of payments data differ in one important respect from those used in some other 
countries, including the U.S. The retained earnings accruing both to foreign long-term 
investment in Canada (including direct and portfolio) and to Canadian long-term investment 
abroad are not shown in the Canadian balance of payments statistics. Other countries show 
such earnings as outflows or inflows (as dividends) on their current accounts and balance these 
with entries in the capital account in long-term form. In the case of Canada, if such a concept 
were used, the result would be to weaken the current account and strengthen the capital 
account by roughly $800 million per annum (based on data from the late 1960’s). 


“Since the late 1970’s, this latter pattern appears to have been reversed again with the 
onset of the “bull” stock market. 
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1970. Net borrowings in long-term form were almost halved in 1970 com- 
pared to 1969, but the “basic” balance on current and long-term capital 
accounts remained extremely strong. 

Direct investment in Canada by non-residents rose from an average of 
nearly $500 million a year from 1955 to 1965 and to an average of over 
$700 million a year since then. In 1970, it reached $770 million. 

Direct investments abroad by Canadians, formerly much smaller and 
less regular, exceeded $200 million in 1968, 1969 and 1970. The net effect 
of foreign direct investment in Canada and Canadian direct investment 
abroad has been an inflow of about $450 million annually, with foreign 
direct investment accounting for around a third of the overall net inflow of 
long-term capital during the past four years. 

In 1965 and 1966, the current account deficit rose to about $1 billion 
a year and the direct investment inflow, therefore, was a relatively significant 
element in the financing of the deficit in those years. Excluding those two 
years, as shown in Table 12 below, the current account deficit has been 
showing an overall downward trend since 1959 and in most recent years it 
has been amply covered by capital inflows in other long-term forms. 


TABLE 12 


BASIC STRUCTURE OF CANADA’S BALANCE OF PAYMENTS 
($ millions) 


Current Net Direct Other 

Account Investment Long-Term “Basic 

Balance Flow Capital, Net Balance” 
SS eee ee 
IO 0 he a i a eee —1,233 620 309 — 304 
L9G Ire. — 928 480 450 Z 
LOG 2 aR Bl he corte & — 830 400 288 — 142 
re ee — 521 145 450 74 
MTOM tee tt corres: — 424 175 645 396 
LOGS ets eee, —1,130 410 454 — 266 
BOGGS ois caes —1,162 785 382 5 
ok — 499 566 799 866 
NOGS Merwe, — 107 365 1,289 1,547 
1960. Bette 225 — 916 350 LBS 1,189 
Ne a a +1,133 555 250 1,938 


CAPITAL FLOWS AND THE CAPITAL ACCOUNT 


During the last five years, Canada has enjoyed an annual capital ac- 
count surplus averaging around $630 million.® Since moving to a current 
account surplus in 1970, the capital accumulation has resulted in a growth 
in exchange reserves. 

°The reference to the capital accounts surplus averaging $630 million includes capital 


movements in short-term forms, whereas the data in Table 12 exclude entirely these movements 
in short-term forms. 
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While the capital account surplus has not been of great proportions, 
the actual two-way flow of capital into and out of Canada has grown enor- 
mously since the early 1950’s and appears now to run to tens of billions 
of dollars. Capital imports affecting Canadian liabilities also appear to have 
multiplied many times since 1952,° although exact figures are not available 
in view of the fact that all movements of capital in short-term forms can- 
not be traced. 

Of greatest interest here are the changes which have taken place in the 
long-term account. Net inflows in long-term form affecting Canadian liabilities 
increased from around $500 million annually to $2.5 billion annually between 
1952 and 1969. In 1952, long-term direct investment in Canada was $360 
million; in 1969, it was $720 million, just double that of seventeen years 
before. In contrast, yearly net inflows in long-term form affecting all liabilities 
in that period rose almost fivefold. Most of the growth occurred in new issues 
of Canadian bonds, especially provincial bonds, which alone accounted for 
a $1 billion increase. When other kinds of bonds are included, new issues of 
bonds accounted for around $1.5 billion of the $2 billion annual increase 
since the early 1950’s. 

The principal source of the long-term debt capital has long been the 
New York capital market, although borrowing in Europe, and particularly 
in Germany, developed rapidly around 1967. Borrowings in the United 
States and Europe declined sharply in 1970, probably due in part to the 
request of the Minister of Finance that Canadians should try to do as much 
of their borrowing as possible in the Canadian market. 

Thus, by the end of the 1960’s long-term direct investment had dropped 
to about 29 per cent of net Canadian capital imports in long-term form 
affecting liabilities. In the early fifties the comparable figure was around 65 
per cent.” 

Before assessing Canada’s capacity to restrict or re-arrange these flows, 
it is important to take account of the factors responsible for these enormous 
movements. The reasons for foreign direct investment in Canada and Cana- 
dian direct investment abroad have been discussed earlier in this study and 
need not be repeated. As for the capital inflow in long-term form for provin- 
cial governments, municipalities and corporations, this reflects among other 
things the historically lower interest rates which have prevailed outside of 


* Capital imports affecting Canada’s liabilities refer to imports related to Canadian debt 
held by foreigners and to equity held by foreigners. It thus excludes capital imports as a 
consequence of repatriating Canadian capital invested abroad. 

“The fact that direct investment has declined as a proportion of capital imports in 
long-term form may appear, on the surface, to contradict earlier evidence which showed that 
the direct investment proportion of the book value of foreign capital invested in Canada had 
been consistently rising. In fact, the difference can be accounted for by two factors. Of these, 
the mosi important is the retained earnings that accrue to foreign direct investment in Canada 
and add annually to the book value of direct investment, but which do not enter into the 
flows shown in the capital account of the balance of payments. Another factor that increases 
the book value of foreign direct investment in Canada, but which does not increase the 
proportion of direct investment in the capital account, is that Canadian controlled firms can be 


acquired without any capital inflow, e.g., through a share swap or borrowings from Canadian 
savers, 
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Canada, the convenience of borrowing abroad, the desire of borrowers to 
have alternative sources of capital, as well as the absence of sufficient depth 
in the Canadian capital markets to absorb some of the larger issues. 

By far the greatest volume of movement is, however, in short-term form 
and in portfolio investment (which is in long-term form but which can be 
turned over rapidly). While not true of all movements, a good part of 
these flows reflects the growth of massive pools of expatriate funds seeking 
maximum current returns, related speculative and political considerations, 
institutional developments such as the growth of the Euro-dollar market, 
and the growing scale of internationalization of business (including financial 
institutions ). These massive pools of money are turned over frequently. Being 
very sensitive to interest rate differentials, they can move at very short notice 
either into or out of Canada, as seen at the time of the exchange rate crisis 
of 1968. 

A particular part of this flow which has received much attention is the 
large outflow since the early 1960’s of portfolio capital by pension funds 
(around $600 million between 1962 and 1969) and mutual funds (around $1 
billion in the same period) for the purchase of foreign stocks, particularly 
United States stocks. The reasons which these institutions give for these move- 
ments relate to the lack of sufficient liquidity in the Canadian capital markets, 
difficulties in achieving adequate portfolio diversification in Canada and other 
factors, such as relative lack of information about Canadian stocks and less 
stringent regulation of Canadian stock exchanges in comparison to the 
United States. 

The factors outlined in the preceding paragraph by no means make up a 
complete list of reasons for capital flows. The illustrations do suggest, how- 
ever, that the motives for the flows vary sharply and that some of these flows 
are far less important for sound international resource allocation than others. 
Certainly, a large part of the speculative and semi-speculative outflows, in- 
cluding a part of the outflow of portfolio capital, is not of great importance 
for the overall efficiency of the Canadian economy, even though it may have 
some impact on the capacity of particular firms to maximize profits. 


THE RELEVANCE OF FOREIGN DIRECT INVESTMENT 
IN MANAGING THE BALANCE OF PAYMENTS 


Any time Canada is running a current account surplus, direct invest- 
ment is obviously unnecessary for balance of payments reasons. Indeed, 
even if Canada were to return to a fairly sizeable current account deficit 
(around $1-$14 billion annual) within the next three or four years, normal 
provincial, municipal and corporate borrowings abroad would cover most 
or all of Canada’s need for foreign exchange to finance such a deficit, pro- 
vided that Canadian access to foreign debt capital remained open. Some 
limitation of capital exports—for instance, restricting some of the short- 
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term speculative outflows—could also help cover a current account deficit. 
Selling some of the present accumulation of short-term claims on foreigners 
is also possible. The point is that techniques are available which do not imply 
a serious economic cost so long as the legal power and administrative 
machinery are available to implement them. 

By moving to a more dynamic perspective, it is possible to get a more 
realistic assessment of the relevance of foreign direct investment in the con- 
text of managing the balance of payments. Should the current expansionary 
trend of monetary and fiscal policy be maintained for an extended period, 
the tendency would be to move the economy back toward a current account 
deficit. It would do this in several ways. To illustrate, the greater volume of 
economic activity involved would result in higher incomes, more employ- 
ment and an increase in consumption. This leads to an increase in aggre- 
gate demand, which in turn is reflected in several ways. Individual consumers 
tend to purchase more foreign goods and services, both in absolute and rela- 
tive terms, moving the trade account more toward a deficit position than it 
would otherwise be. In absolute terms, consumers also tend to purchase 
more domestic goods, which can necessitate an expansion in domestic pro- 
duction capacity and a need to import more machinery and other producer 
goods—again implying a movement in the direction of deficit—to establish 
the capacity to fill this higher consumer demand. The greater demand for 
domestic goods and services can also lead to inflationary bottlenecks, par- 
ticularly as the economy moves closer to full employment, making import- 
replacement and export industries less competitive. In all these ways, an 
expansionary fiscal and monetary policy tends to lead to a current account 
deficit. 

There are, of course, other factors which contribute to the movement 
toward a deficit position in an expansionary upswing. The examples given 
were merely illustrative. Conversely, for instance, the capital imports may 
in some cases precede the trade transactions which generate a current ac- 
count deficit; that is, inflows of long term capital—such as provincial bor- 
rowings or foreign direct investment—can generate the same income creating 
effects and kinds of inflationary pressures described above. The point which is 
to be emphasized here is that reliance upon imported capital to finance such 
an expansion involves a very complex relationship between the movements 
of capital and the current account and that, at least in some instances, it is 
more plausible to view the current account deficit as an outgrowth of the 
capital surplus rather than the reverse. 

Simplistic notions about the need to import capital—including direct 
investment—to balance a current account deficit during a period of expan- 
sion, are thus inadequate. In a period of relatively restrictive monetary and 
fiscal policy, the tendency is toward current account surplus, and direct 

® Legislation would be required to establish an instrument to control capital exports, which 
would also be the case if it were considered desirable to establish an instrument to control 


capital imports. A tax bias might also be employed either in a general way or on a selective 
basis to influence the flow of funds in or out of the country. 
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investment is, if anything, even less essential from a balance of payments 
perspective. 

A second factor which is relevant in the event of a current account sur- 
plus or even a moderate deficit is the limitation this imposes on Canada’s 
capacity to absorb large net additions of capital from abroad for an ex- 
tended period without adverse consequences. Assuming that the rate of in- 
crease in the money supply is determined by the government and central 
bank mainly on the basis of the desired growth rate (which takes account 
of inflationary pressures), large net additions of foreign capital could lead 
to difficulties in one of three ways. If the Exchange Fund Account did not 
purchase most or all of the foreign capital, the exchange rate would remain 
high or increase further, thus making Canada’s import-replacing and export 
industries less competitive. Such a development could be particularly trouble- 
some if the capital imports are directed toward capital intensive industries, 
in view of the expected rapid growth in the labour force. Alternatively, if 
the exchange rate were held down by a policy of encouraging exports of 
Canadian capital, it is likely that a high proportion of these Canadian 
capital exports would be in the form of short term claims on foreigners, 
whereas a high proportion of the foreign investment in Canada would be 
in the form of direct investment, involving permanent liabilities. Such a 
possibility is also unattractive. The third possibility is that the Exchange 
Fund Account would purchase the great bulk of the foreign exchange and 
this leads to the possibility of a more rapid expansion in the money supply 
than intended by the monetary authorities and the danger of more inflation 
than deemed to be tolerable. (If the government sought to raise the money to 
purchase the foreign exchange from the Canadian market, this could push in- 
terest rates up and draw in more short-term capital, thus further complicating 
the problem.) Perhaps the most realistic possibility is a combination of all 
three influences; that is, that heavy capital imports in long-term form would 
lead to some upward pressure on the exchange rate, some outward movement 
of short-term capital and more inflation then contemplated. 

In any set of circumstances, the government and central bank have to 
take account of a wide range of factors, often conflicting, in establishing 
the exchange rate, balance of payments and interest rate policies. Despite 
this, in view of the potential difficulties described above, there appears to be 
a very strong reason for the government to ensure that imports of Capital 
are kept under careful control. 


DECLINING BALANCE OF PAYMENTS NEEDS 
FOR FOREIGN DIRECT INVESTMENT 


For the present and for the next several years, at least, foreign direct 
investment will be unnecessary to finance a current account deficit in the 
balance of payments.? Even if Canada returns to a deficit position as a 
result of measures to achieve a satisfactory growth rate, there is no need for it 


® Direct investment can also bring with it a current account deficit. See Chapter Fourteen. 
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to be offset by foreign direct investment. Moreover, assuming other com- 
ponents of the balance of payments are constant, net new foreign capital in- 
flows tend to force up the exchange rate and make Canadian industry less 
competitive. There is, therefore, a potential economic price involved in im- 
porting foreign capital beyond that which may be required to offset a current 
account deficit. If Canada has sufficient domestic capital available to finance 
the growth of its economy at a rate that is close to potential, a further inflow 
of capital from abroad by itself will contribute nothing to economic develop- 
ment unless it serves a particular need for capital that cannot be fulfilled in 
Canada perhaps because of its sheer magnitude, or because it is accompanied 
by some other element that is of particular value to the economy—new tech- 
nology, for example. Accordingly, it is worthwhile considering the impact of 
the capital being imported in direct investment form to ensure that its overall 
effect will be beneficial to the economy. 

In this context, it must be noted that net new foreign capital investment 
in Canada need not have an incremental effect on Canadian growth. While 
the institutional mechanics are described more fully elsewhere in this study, 
the point to be observed here is that in trying to achieve its exchange rate 
objectives, the government may have to buy the imported foreign currency. 
This in turn often means that the federal government has to borrow in the 
Canadian capital market and this may lead to the displacement of alternative 
Canadian projects. 

This does not mean that all foreign investment ought to be rejected 
over the next several years, since it can and frequently does bring non- 
financial economic benefits, for instance, the entrepreneurship required to 
launch a new enterprise, new technology or export markets not otherwise 
available. It is suggested, however, that since the exchange rate situation is 
such that only limited amounts of foreign capital can be absorbed satisfac- 
torily, it makes sense to consider being selective in determining what type 
of foreign capital will be allowed to enter to make up for any shortcoming 
in Canadian savings. Indeed, even if Canada should in future require a 
significant inflow of capital from abroad to offset a current account deficit, 
it should be possible to obtain that capital in other forms than direct invest- 
ment. As a consequence, Canada would still be in a position to review 
foreign direct investment seeking entry into this country to ensure that it came 
in on terms that would provide an overall benefit to the economy. 


In fact, the present circumstances are very propitious for the intro- 
duction of some selective review of foreign direct investment. This would 
have the beneficial effect of reinforcing the measures which the monetary 
authorities seem likely to take over the next year or more. To the extent that 
their concerns about capital inflows are decreased by some modest reduction 
in direct investment, the necessity of being obliged to take more extreme 
measures to protect the exchange rate than required for domestic monetary 
reasons may be somewhat eased.!° 


10 See Chapter Fifteen for an elaboration of this point. 
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THE ADEQUACY OF DOMESTIC SAVINGS 


The adequacy of the level of savings'! in Canada must be measured 
against the nation’s requirements for capital. The extent to which domestic 
savings fall short of, or exceed those requirements is reflected by the state 
of the current account of the balance of payments. A current account deficit 
indicates the amount by which domestic savings fall short of meeting the 
nation’s requirements for capital and hence its need to look to foreign sources 
to make up the difference. The converse holds true in the case of a current 
account surplus. The extent to which the nation must rely on foreign savings 
to meet its requirements for capital plays an important part in determining 
the degree of control Canada can exercise over its Own economic environment. 


By definition, savings and investment are equal. Thus, in questioning 
whether Canadian savings are adequate, what is really being asked is whether 
they are adequate to finance the level of capital investment society desires. 


The desired level of investment in turn is a function of the culture, taste 
and aspirations of a people and the capacity and willingness of the political 
and economic system to respond to them. If a society is little interested in 


“The concept of saving in the framework of the Canadian National Accounts reflects the 
amount of income generated by current production in a designated period which is not used 
to purchase consumption goods or services in that period. By definition, income earned from 


The concept of savings may be considered on a gross or net basis. The gross concept 
allows for amounts of saving and investment which are required to maintain the existing stock 
of capital intact by the replacement of obsolete and used-up capital equipment, in addition 
to that required to increase the stock of capital. The replacement of existing stock is 


the exhaustion of the service capacity of the fixed asset which cannot be restored by main- 
tenance practices. 

While capital cost allowance and depreciation both reflect financial provisions for the 
consumption of the stock of fixed capital which may be applied to (gross) new fixed capital 
investment (or to any other Purpose), they do not generally in themselves necessarily add to 
the size or growth of investment. The limit of their contribution to net growth of fixed capital 
investment reflects the extent to which the financing made available by the capital cost allow- 
ances exceeds replacement costs. In this connection, the capital cost allowance may generate 
funds at a rate which exceeds physical depreciation, but this can be wholly or partially offset 
by rising costs of replacement. Thus, while a certain part of capital cost allowances may 
Tepresent a tax deferral or abatement which may finance net growth of fixed capital, by far 
the largest part of capital cost allowance represents the necessary provision for renewal of the 
stock of fixed capital. 

Net savings represent the net additions to fixed capital stock and inventory. It thus 
removes from both savings and investment amounts necessary to replace used-up capital, i.e., 
the capital cost allowance. In addition to that relatively small net addition to the nation’s 
capital stock which may be financed from capital cost allowances, the sources of net savings 
are the personal sector (which by Statistics Canada accounting convention includes persons 
and unincorporated business), the corporate sector (government and private), governments 
and non-residents. By foregoing current consumption, persons, business, governments and 
non-residents make funds available for the expansion of Canadian fixed capital stock. 
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developing a comprehensive social infrastructure, for instance, it will not 
need as high a savings rate and can thus consume more. If it insists on a 
comprehensive system of schools, universities, hospitals, roads and the like, 
it will have to save the money to finance these needs. The absolute amounts 
of consumption and investment are not directly under the control of govern- 
ment, in that they are constrained by the size of the total national income 
(and availability of foreign income) being generated. But the ratio of con- 
sumption and investment can be more readily altered by the government 
through changes in tax levels and government expenditure patterns. The aim 
of much public policy is to come as close as possible to maximizing current 
total income, while simultaneously reflecting the consumption-investment 
ratio required for fulfilling the tastes and aspirations of the nation. 

The discussion which follows is not premised on any major changes in 
the culture, tastes and aspirations of Canadians, nor on the effects of the 
recent changes in the taxation system. It assumes that there will be no major 
alterations in the investment-consumption pattern and in the tax revenues 
received by government in relation to national income. Within that framework, 
consideration is given to the adequacy of domestically generated savings for 
financing the level of capital investment which seems likely to be necessary. 


THE NON-RESIDENT COMPONENT OF CANADIAN SAVINGS 


Tables 13 and 14 below show the sources and disposition of gross 
savings from all sources over the past 20 years and Table 15 provides annual 
figures on the non-resident component in the savings account. 


TABLE 13* 


SOURCES OF GROSS SAVINGS 
(Millions of Dollars) 


Average Average Average 
1950-55 1956-61 1962-67 1968 1969 1970 


Persons and Unincorporated 


BUSINESSES aca ee een 965 940 Dei 3,339 3,485 4,182 
Governments =e eee 689 498 1,539 3,030 4,183 3,327 
Corporate and Government 

Business EE DLCKDEISESifieeeen eee 713 1,315 2,245 2,724 2,653 2,694 
INon-residentss 4. eee 359 1212 773 268 960 —1,115 
Capital Consumption 

Allowancest en Wee aie hee an 2,719 4,622 6,660 8,411 9 ,066 9,898 
Residual Error of Estimate........ 91 79 —212 —611 —1,031 —451 

TOtaltiee e oeeee  e eee 5,536 8,666 13,262 17,161 19,316 18,535 


*SOURCE: Statistics Canada. 
**This sector includes personal and unincorporated business savings and a small adjustment on 
grain transactions. 
{This sector includes undistributed profits, inventory valuation adjustment and capital 
assistance. 
{This includes capital consumption allowances in respect of persons and unincorporated business, 
government and corporate and government business enterprises and in addition certain miscellaneous 
valuation adjustments. 
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The table on the sources of gross savings indicates the relative degree 
of importance of each of the main sources and makes it possible to compare 
the significance of foreign sources to each of the other sources. On the dis- 
position side, it is especially relevant that gross fixed capital formation has 
been more or less flat over the last several years. 


TABLE 14* 


DISPOSITION OF GROSS SAVINGS 
(Millions of Dollars) 


Average Average Average 
1950-55 1956-61 1962-67 1968 1969 1970 


+r 


Gross Fixed Capital Formation 
1. Persons and Unincorpor- 


abed BUSIMESS 05. -.oiss.0 cs -ceecceee 1,728 2,385 2,933 3,649 3,843 
2. Corporate and Government 14,709 
Business Enterprises............ 2,124 4,624 7,016 9,165 10,347 
PeeCOVEIMMMENE. ce ycntccs feheiiack 757 1,435 2,361 2,995 3,052 8252 


5,209 8,444 12,310 15,809 17,242 17,961 
Value of Physical Change in 


NVEntOries env see ee 418 300 740 741 1,043 122 
Residual Error of Estimate........ —91 —78 212 611 1,031 452 


SOE AL AOE ooh ngatcenitcl, 5,536 8,666 13,262 17,161 19,316 18,535 


*SouRCE: Statistics Canada. 
{Includes value of physical change in inventories persons and unincorporated business, govern- 
ment and corporate and government business enterprises. 


Against this background, the non-resident component can be examined 
in more detail. Before looking at the data, however, it is important to 
understand what the non-resident component represents. A part of current 
production is exported and thus not consumed by Canadians; at the same 
time, a part of consumption is from imported goods. When exports of goods 
and services exceed imports from abroad, the resulting surplus on the current 
account of the balance of payments, subject to two small adjustments,?2 
represents Canadian savings made available to non-residents, with which 
they can add to their net capital stock. The reverse situation, where imports 
of current goods and services exceed exports, implies the use of non-resident 
Savings in Canada to finance capital formation within Canada. In the 
simplest terms, it is the balance on the current account (not the capital 
account) of the balance of payments which indicates whether Canadians 


The adjustments are relatively small ones for capital flows due to inheritances and for 
capital flow involving migrants. 
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are net borrowers or lenders.!? Thus the percentage figures in Table 15 
represent the absolute figures in Canada’s current account balance shown in 
Table*12.4 

Table 15 shows both non-resident contribution to gross savings (which 
includes capital consumption allowance) and to net savings (which 
excludes it). 


TABLE 15 
Net Percentage of 
Gross Savings Net Savings 
Accounted for Accounted for 

Year by Non-Residents by Non-Residents 
1950 oe. eee ee ee UP? 13.0 
TOS Ue k a ete, 5 al een renee eee 9.6 16.8 
IOS 2 BRA cee nee eee =e ** 
LOS Sie es eee ee ene ee Tell Beil 
1954 NES. eee cee eae 7.8 9.6 
1955S os See eee 9.9 Zia 
1956.4 at ae ee 15.2 28.0 
NOS Tike hod <::: een ek ee 16.0 31.8 

Le Sas a eee cen So ee ot oe 13.4 29.5 
1959) Selon ac oe eee 158 Sone 
Lat 0) 0 52 Se accent 12.9 29.9 
LOG Tee ite ec no eine: 10.1 26.2 
1962 ieee ee ee eee 8.0 18.8 
1963. Mee 4.6 10.9 
T9G4 cel ne ae eee 3.3 de 
1965 2 a eee cee ees leah 14.6 
1966 ax ecesh doe Fo eee eee ee thes (13) 92 
LOG TS yc core sae, ee ene ete Bay Vat 
LOGS sit Se oa Sent ae 1S) 3.0 
LOGS sede c cite es Coe eR 4.8 9.0 
1970 ** ** 


**In these years, Canadians were net savers for the rest of the world. 


In the immediate post-war period, because of Canada’s relative strength, 
Canadians were net lenders to the rest of the world, that is, Canada ran a 
current account surplus. But by the early 1950’s, and continuing through 


*In the case of a current account surplus, Canadians acquire claims on non-residents 
which may take many forms, including direct investment, porfolio investment or trade 
receivables. Canada may also reduce claims foreigners hold against Canada. To the extent 
that a current account surplus is reflected in an increase in exchange reserves, potential claims 
on foreigners are accumulated. These, however, are the financial counterparts of the real 
transfer of resources and may or may not be associated directly with capital formation. 
There is a second point which should also be noted. In Canada’s balance of payments statis- 
tics, the retained earnings accruing to foreign direct investment in Canada are not included 
as outflows, nor are the retained earnings of Canadian direct investment abroad included as 
inflows. See below. 


* However, the two small adjustments referred to in Footnote 12 would have to be made 
to get the exact figures. 


88 


the resource boom of the mid-1950’s, Canada had substantial current account 
deficits and Canadians drew heavily on external savings, reflecting to a 
substantial degree the increased capital imports of that period. Since the 
early 1960’s, Canada’s net borrowing has been diminishing (although the 
year-to-year pattern has been somewhat erratic) until 1970, when non- 
residents began drawing on Canadian savings. This picture is, of course, by 
definition, the mirror image of the earlier discussion of the current account 
of the balance of payments.15 


SAVINGS OF FOREIGN CONTROLLED FIRMS RESIDENT 
IN CANADA 


The discussion above dealt with the net non-resident contribution to 
Canadian savings (or net Canadian contribution to non-residents), but it 
did not take account of the savings of foreign controlled firms in Canada. 
An indication of the importance of savings from this latter source has 
recently been provided through an unofficial estimate made by Statistics 
Canada for the period 1967-69. The study calculated that out of a total 
of $52.8 billion in gross savings accumulated in Canada during those three 
years, $8.8 billion was generated by foreign controlled firms. Of that amount, 
$3.3 billion was accounted for by retained earnings, $4.9 billion in capital 
consumption allowances and $0.6 billion in depletion. This means that gross 
savings by foreign controlled firms were equal to 16.7 per cent of the gross 
Savings available to the economy in that period, 42.1 per cent of the gross 
Savings of the corporate sector (excluding financial and other services and 
agriculture), 11.9 per cent of the net Savings available to the economy and 
44.5 per cent of the net savings of the corporate sector. Moreover, as indicated 
earlier, the savings accounted for by the foreign controlled sector for 1968 
and 1969 represented a significant increase over previous years.1é 

Thus, while Canada has recently become much less dependent on 
savings from non-resident sources, a large part of domestic savings are 
generated by foreign controlled firms in this country. 


CONCLUSIONS 


It was pointed out that the non-resident contribution to the economy 
has been falling for a number of years. In 1970, Canadians acted as savers 
for the rest of the world. However, this does not mean that it can be assumed 
that in the future Canada will not again have a net need for non-resident 
Savings—that Canada will not again require net capital imports in some 
form to finance a current account deficit. 


1 See Table 12. 
1° See Chapter Five. 
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For one thing, the economy has been operating below capacity in the 
last few years. Accordingly, demand for imported merchandise and services 
has been less vigorous than it would have been in a period of greater 
economy activity. Furthermore, even in periods when the non-resident 
contribution to savings is small, it may provide the necessary additional 
amount of capital expenditure needed to maintain growth of the economy 
close to its potential. What can be said with confidence, however, is that 
as the economy moves back to its full employment path, no net non-resident 
contribution will be needed in the next three or four years which could 
not be filled through means other than direct foreign investment. 

While the process of resource allocation among all the competing 
demands will remain every bit as difficult as in the past, it appears likely that 
the amount of savings available will be adequate to finance all or a very high 
proportion of the requirements of an economy operating close to its full 
capacity. 

Over the past 20 years, the proportion of Canadian savings accounted 
for by non-residents has dropped sharply and in 1970 (and for the first 
nine months of 1971), Canada was a net saver for the rest of the world. It 
is most unlikely that in the next three or four years Canada will have to rely 
as heavily on non-resident savings as it did from the mid-1950’s to the early 
1960’s, so that direct foreign investment is not likely to be needed to satisfy 
Canada’s aggregate capital investment needs. 

', The proportion of savings which is accounted for by the foreign con- 
trolled firms in the country was found to be about seventeen per cent of 
gross savings and around twelve per cent of net savings. Thus, Canada’s 
greater capacity to finance its own future growth does assume a large savings 
role by foreign controlled companies in Canada. 

There are two major qualifications which must be added. The first has 
been mentioned previously, but merits repetition. The conclusions above 
relate to Canada’s capacity to save the total amount needed for adequate 
capital investment. They say nothing about Canada’s ability to generate 
some of the other inputs which often accompany foreign capital, such as 
technology, management skills and export outlets. 

Secondly, they do not imply that Canada will not continue to rely 
heavily on foreign capital markets. Rather, they simply say that, in an agegre- 
gate sense, domestic savings should be sufficient or nearly sufficient to meet 
capital investment requirements at or near full employment. In practice, since 
there is a relatively free flow of capital into and out of the country, large 
amounts of Canadian savings are invested abroad and substantial proportions 


of foreign savings are invested here. This is a point which is dealt with more 
fully in the next chapter. 
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Chapter Seven 


THE IMPACT OF CAPITAL MARKETS ON DOMESTIC 
CONTROL OF CANADIAN BUSINESS 


INTRODUCTION 


The effectiveness of the capital markets in mobilizing savings and the 
way in which they subsequently allocate those savings play an important 
part in determining the nature and structure of the economy, the level of 
industrial efficiency, the rate of economic growth and the degree of domestic 
control over the national economic environment. 

‘ The effectiveness of the markets in mobilizing savings plays a part in 
determining the total amount that is available for capital investment at any 
given time. The role played by the markets in allocating savings among the 
different sectors of the economy and the relative costs of acquiring different 
types of capital instruments—such as debt and equity—compared to the 
costs in other markets, all have a vital bearing on many facets of the econ- 
omy’s development. This chapter is concerned with examining the extent 
to which Canada’s reliance on foreign capital of various kinds is affected by 
the performance of the capital markets and the extent to which lenders in 
Canada tend to give preference to foreign controlled firms. 

As defined here, the capital markets include institutions which aggregate 
savings for their own account and then channel them to those requiring 
capital such as banks and loan companies. They also include institutions 
which help channel the savings of individuals and businesses without actually 
acquiring them, for example, securities dealers and the portfolio management 
activities of trust companies. Some institutions such as banks and trust com- 
panies, perform both jobs. 

In a developed economy, where both lenders and borrowers are many 
and diverse, the process of matching needs of lenders and borrowers is a 
highly complex and specialized function. Those who provide the funds quite 
often prefer different terms and conditions than those who wish to use them. 
Savers frequently require short-term investments with a high degree of 
security, whereas borrowers normally prefer long-term financing. These vary- 
ing preferences are supposed to be reconciled by the banks and other financial 
institutions. These intermediaries, in some cases, can also serve to pool risks 
and to provide ancillary services needed for entrepreneurial activity. 


ot 


GAPS IN THE CAPITAL MARKETS 


It was observed in Chapter Six that although Canada is not dependent 
to any significant degree on foreign savings in aggregate terms, there is a 
large two-way flow of capital into and out of Canada. In examining how the 
performance of the capital markets influences domestic control of the eco- 
nomic environment, the main issue considered is the extent to which Canadian 
savings are channelled into needed applications in Canada. More particularly, 
the analysis here is concerned with the extent to which Canada relies upon 
Canadian financial institutions to help finance new and generally more risky 
economic activity and the extent to which foreign sources finance these ven- 
tures. If Canada relies heavily on foreign sources, this would clearly reduce 
domestic capacity to control the economic environment. It would also likely 
reduce possibilities of increasing Canadian ownership. 

Accordingly, this discussion focuses on the risk taking and entrepreneur- 
ial activities of Canadian financial institutions and on related factors, in- 
cluding the liquidity and capitalization of the capital markets and the degree 
of competition in the industry. The conclusion reached is that the markets 
show evidence of weaknesses and gaps in respect of risk taking and entre- 
preneurship. This chapter seeks to illustrate the nature of these gaps and 
weaknesses, to explain why they exist and to suggest possible courses of 
action to minimize them. In this context, it should be explained that one 
assumption underlying this discussion is that the general shortage of entre- 
preneurship in Canada can be partly overcome by entrepreneurial leadership 
from the financial institutions, rather than just the industrial sector alone. 

The gaps and weaknesses are, broadly speaking, to be found in four 
places: 


(i) venture capital for new and small firms; 
(ii) expansion capital for small and medium-sized Canadian controlled 
firms; 
(iii) large pools of capital for major resource exploitation and other 
capital intensive projects under Canadian control; and 
(iv) capital for general development of regions of slow economic growth. 


Other difficulties, for instance, in respect to the capital needs for housing 
and farming are outside the terms of reference of this study. In asserting that 
there are gaps, one point should be made clear. There is not necessarily a 
lack of funds available for filling each of the categories of needs outlined 
above. In some cases, there may be investors who are prepared to advance 
sufficient funds to meet a particular demand, but for one reason or another 
the process of bringing the borrower and the lender together is not carried 
out satisfactorily. This in itself is evidence of a weakness in the allocative 
function of the markets. 

Secondly, the analysis also deals with the fact that lenders generally 
tend to give preference to foreign controlled firms. While this preference can 
undoubtedly be explained by the generally greater size and credit-worthiness 
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of foreign controlled firms, as opposed to those that are Canadian controlled, 
this remains a matter for concern in the context of assisting Canadian owner- 
ship. 

The implications of these views are clear. The absence of a well-devel- 
oped capacity in the financial industry to assist certain kinds of economic 
activity in Canada increases the likelihood of such activities being financed 
from abroad. The shortage of entrepreneurship in the financial industry frus- 
trates the kind of industrial intermediation—the drawing together of financing 
and all the many other components to bring a new enterprise into being— 
which could permit a larger Proportion of major projects to be undertaken 
in Canada by Canadians. The fact that normal risk aversion creates a 
lender’s preference for the generally large foreign controlled firms (though 
not because they are foreign) reinforces these difficulties. 

It is not reasonable to expect that Canada will be able to finance as 
high a proportion of very expensive major resource development projects 
(which can run to hundreds of millions and billions of dollars) as of the 
many smaller industrial kind (where needs can be as low as a few hundred 
thousand dollars). It is to be expected that some Canadian financing will be 
done in New York or other international financial centres. But the present 
heavy dependence on foreign financial institutions is greater than it need be 
for a country with a savings rate and industrial maturity of Canada’s and 
this tends to draw direct foreign investment into Canada in situations where 
the economics of the project often do not require it, thus exacerbating the 
problem of domestic control. 

Canada’s heavy dependence on foreign capital markets at a time when 
the Canadian balance of payments is strong, and the payments position of 
the lending countries is relatively weak, poses an additional danger. In that 
kind of situation, there is always the possibility that the government of the 
foreign country in which Canadian users are raising money could restrict 
Canada’s access to its capital markets. In that event, Canada would be 
obliged to fall back much more heavily on its own capital markets. 

It must be emphasized that the discussion here deals only with a few 
aspects of the capital markets. It is generally accepted that important strides 
have been made in the development of a short-term money market in the 
last two decades (partly due to past governmental intervention), that the 
bond market is now absorbing more long-term issues than previously and, 
more generally, that non-financial firms are coming to rely progressively 
more on the financial institutions as a source of funds. Even with respect to 
tisk taking, there have been improvements in the financial industry. For 
example, small and speculative firms (e.g., in computer software) have been 
able to receive underwriting support in the last several years, whereas it is 
doubtful that they could have received such assistance ten years ago. A ven- 
ture capital industry appears also to be developing slowly. Finally, as 
explained previously,'’ much direct investment in Canada enters for reasons 


7 See Chapter Three. 
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unrelated to the performance of Canadian capital markets. Foreign capital 
often enters Canada when foreign entrepreneurs wish to increase the profita- 
bility of a distinctive product or technology by exploiting it in Canada or 
when they wish to obtain Canadian natural resources for supply assuredness. 

In short, it is not suggested that the capital markets are seriously inade- 
quate across the entire range of their activities or that their deficiencies 
account for all or most direct foreign investment. But it is argued that the 
capital markets are insufficiently competitive; that some of the institutions 
are undercapitalized; that some new institutions may be required; and that 
the markets ought to be more liquid. Hence, there are certain important 
market functions which are not being performed in Canada to the extent that 
is both needed and possible, and these functions must be performed in 
Canada if Canadians are gradually to take on more of the task of financing 
their own economic growth. 

The discussion below sets out such information as is available on the 
capacity for risk taking and the degree of entrepreneurship in the capital 
markets. Some of the factors which are important for financial risk taking 
and entrepreneurship are examined to determine the reasons why capacity for 
risk taking is not greater. These include the liquidity of the capital markets, 
capitalization of financial institutions and the degree of competition in the 
industry. Each is therefore touched on briefly. Subsequently, there is a brief 
consideration of the role of Canadian financial institutions in regions of slow 
economic growth. The discussion then moves to the second theme of this 
section—the sources of finance available to foreign and Canadian controlled 
firms and the support that the Canadian capital markets afford to foreign 
controlled entrepreneurs. 

The conclusions reached are based in part on the best available infor- 
mation. At the same time, it must be acknowledged that the information does 
not constitute firm evidence, due to the aggregate nature of the statistics. The 
aggregates tend to confirm that there are gaps, but they do not pinpoint them. 

Discussions with those in the industry and a number of specific cases 
reinforce the view that gaps exist with respect to venture capital, expansion 
capital for small and medium-sized Canadian controlled firms and in the 
financing of large, capital intensive projects under Canadian control. It was 
also apparent from these discussions that many of the existing financial 
institutions do not consider it their function to fill these gaps or to provide 
the kind of entrepreneurship that is available in a number of other coun- 
tries. 


INTERNATIONAL INVESTMENT POSITION STATISTICS 


Net capital formation constitutes net additions to the nation’s capital 
stock; as such, it often (though not always) involves large pools of capital, 
or relatively high risk capital, or both. Statistics Canada has constructed 
a series showing direct foreign financing of net capital formation (including 
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investment in inventories). The direct foreign financing of net additions 
to capital stock is calculated to include gross direct investment inflows,18 
the retained earnings accruing to foreign direct investment already in Can- 
ada, new issues of Canadian securities (bonds, debenture and stocks) 19 
acquired by non-residents plus other long-term investment and changes in 
accounts payable (which are related in part to inventory changes). These are 
taken as a proportion of net capital formation. 

From these data, it is possible to construct a series on direct foreign 
financing of incorporated non-residential business in Canada. By excluding 
the financing of governments, government enterprises and residential housing, 
the series focuses on those kinds of investments which are generally 
riskier from the viewpoint of the investor. ‘This series shows that from the 
mid-1950’s through the mid-1960’s, direct foreign financing of net capital 
formation for incorporated non-residential business averaged close to sixty 
per cent. At the same time, net use of all foreign resources as a proportion 
of net capital formation in the economy as a whole averaged less than 35 
per cent. Great importance cannot be attached to the precise size of the 
gap of some 25 per cent due to statistical and conceptual problems. None- 
theless, these data do suggest that reliance upon foreign resources for net 
additions to the capital stock of the economy as a whole need not have 
been as great as the extent to which foreign capital did, in fact, participate 
in the financing of domestic capital formation. 

During the 1965 to 1969 period, direct foreign financing dropped to 
around 41 per cent of net capital formation in the incorporated non-resi- 
dential business sector. Net use of foreign resources as a proportion of net 
capital formation in this period fell to nineteen per cent, that is, the pro- 
portionate drop in direct foreign financing seems to have corresponded 
broadly with the increased domestic Savings—rather than being related to 
the activities of the financial institutions. 

These data are all highly aggregated. They are being used here for 
reasons which are not directly related to their original purposes and the 
comparisons are not cenceptually pure. Notwithstanding these qualifications, 
they do tend to confirm broadly that the Canadian economy depends far 
more heavily upon non-resident sources of financing for expansion of the 
capital stock than is necessary for financial reasons. In particular, despite 
the fact that there are many other factors at play, these data suggest that 
the entrepreneurial and pooling capacities of the financial institutions are not 
sufficiently well developed for certain kinds of investment projects. 

An effort was also made to see whether the Financial Flow Accounts 
published by Statistics Canada provided a further basis for assessing the 
role of Canadian financial institutions in supporting indigenous Canadian 


* Includes capital inflows for direct investment from countries other than U.S. on net 
basis only, i.e., after return of capital. 

* It does not include net sales to non-residents of outstanding Canadian securities (bonds 
and stocks); however, some new issues sold to non-residents which might be used for 
re-financing of existing debt and not for new capital investment have not been excluded. 


95 


business. Owing to a variety of conceptual and statistical problems, this 
source did not prove very helpful. It is thus apparent that there is a need 
for improvement in the nature of the financial statistics available and that 
further research is needed in this area. 


THE FINANCIAL INSTITUTIONS 


To some significant degree, the fact that Canadian financial institu- 
tions have played a smaller role than would have been desirable in backing 
the establishment of new businesses and the expansion of older firms can 
be explained by the following considerations. Firstly, they were precluded 
from the opportunity to participate by foreign controlled businesses bring- 
ing their money with them. Secondly, much foreign direct investment was 
undertaken in response to non-financial factors and does not reflect gaps 
in Canadian capital markets (or for that matter to gaps in Canadian 
technology or management).2° Furthermore, certain financial institutions, 
either by law or by their investment objectives, are effectively excluded from 
certain kinds of investments. No one expects a mortgage loan company 
to be in the venture capital business or pension funds to be in the business 
of making day-to-day loans. Legislation limits the investment choices of life 
insurance firms. Thus, it is not argued that foreign direct investment is 
entirely a reflection of gaps in financial institutions. But it is being suggested 
that the high level of foreign direct investment in Canada is in part attribut- 
able to the shortage of entrepreneurship and other weaknesses in the Cana- 
dian capital markets. 

One way of looking at the situation is simply to consider the kinds of 
institutions and activities which one would expect to find in a developed 
entrepreneurial financial community. One would expect to find a large num- 
ber of mature, competitive and well-capitalized merchant banks and other 
firms in the business of providing venture capital. One would also expect 
that some of the other financial institutions, with a wider range of activities— 
such as the chartered banks—would be vigorous and active in promoting and 
assisting new ventures and expansions of existing firms. 

For smaller investments, the role of the venture capital firm or merchant 
banker might be to supply much or all of the capital. It would also involve 
the provision of related services and advice; and for the mechant bank 
particularly, it would include industrial intermediation. 

For some of the much larger resource and hydro-electric projects, 
the merchant banker would perform a role similar to that expected to 
be undertaken in part by the Canada Development Corporation—supply- 
ing the entrepreneurship, helping to tie together all or part of the package 
of equity, debt, management services and markets needed to make the 
project go. Despite the adequacy of domestic savings, it is not expected 


* See Chapter Two. 


96 


that Canada would be able to finance as high a proportion of these more 
Massive projects as of the smaller ones because of institutional factors. 
But with greater Canadian entrepreneurial capacity, it should be possible for 
Canada to finance and control many more undertakings than it has in the 
past. 

While such merchant banking services can be found in Canada, both 
in a handful of specialized institutions and within other more general 
financial institutions, such as banks and investment houses, they are not 
sufficiently developed. Canada’s historical dependence upon foreign capital 
seems to have reduced the incentive for these kinds of institutions and 
financial activities to develop in Canada to the extent that they would have 
in the absence of foreign capital, simultaneously tending to perpetuate 
Canada’s dependence upon foreign financial entrepreneurship. 

Thus, there is a need for the establishment of new institutions or ex- 
pansion of existing ones to provide more venture capital, expanded merchant 
banking services (either separately or as part of the venture capital industry ), 
and possibly to focus on the development of some of the slower growth 
regions of the country. In addition, large pools of funds are required for 
Tesource exploitation. To meet all these needs, the financial community 
generally must be infused with a more entrepreneurial spirit. It is realistic 
to expect that the existing institutions might play a greater role. The banks 
have normally played a very small part in meeting needs of this kind. Some 
have created venture capital affiliates, or invested in venture capital firms 
which are apparently unaffiliated. But these investments are comparatively 
small. The securities dealers are too thinly capitalized to take on a heavy 
load of riskier issues. Other institutions which do have a better capital base 
-—such as life insurance companies, pension funds and trust companies— 
are not now very active in this kind of business; a conservatism which may 
be partly traced to the experiences of the 1930’s and the legal framework 
in which they operate. 

The entrepreneurial gaps in the financial community are related to 
the environment in which they work. Various aspects of this environment 
are considered below, including: the liquidity of the capital markets; the 
volume of capital available in that part of the financial industry most likely 
to be playing an entrepreneurial role; attitudes toward risk taking; the limited 
degree of competition; and the relative indifference of the institutions to the 
regions of slow economic growth. 


LIQUIDITY OF CAPITAL MARKETS 


One of the factors which helps to determine the capacity of domestic 
capital markets to finance new issues and to engage in entrepreneurship is 
their overall degree of liquidity. This is a measure of the capacity of 
markets to absorb very large orders for the purchase or sale of a security 
without causing a significant change in its price, assuming that such large 
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transactions do not reflect any significant change in the underlying or total 
supply and demand conditions for the security. If an investor can be 
reasonably confident that he will be able to sell his investments without 
undue price penalty, then he is naturally more ready to assume risks. In 
general, in the case of the stock and bond markets, there is sufficient 
liquidity to provide this assurance to holders of small and medium-size 
blocks. 

For the larger blocks of stocks, however, liquidity is not as great. 
Pension funds and mutual funds, for instance, claim that due to the thinness 
of the market they cannot buy and sell large blocks of stock on the Cana- 
dian stock exchanges without shaking the market price to their disadvantage. 
They point out that liquidity is also adversely affected by the absence of 
Canadian stock brokers prepared to buy and hold large blocks on their own 
account for brief periods during the transaction process. Brokerage costs 
in Canada are normally higher than in the United States partly because 
lower fees have not been charged on transactions of large blocks, as in the 
United States.21 These are only some of the many factors which have led 
Canadian pension funds and mutual funds to invest heavily in United 
States stocks. 

A number of other factors have also played a part in inducing large 
Canadian institutions to invest south of the border: shares in certain kinds 
of industries are not available on the Canadian market or are not available 
in sufficient numbers; securities regulation is more effective in the United 
States; more information is generally available on United States stocks, 
parents of multinational firms can provide a vehicle for investing in many 
countries. The net result of these factors is to reduce the total pool of 
capital available for the purchase of Canadian equities. 

The large number of foreign controlled subsidiaries in Canada, which 
make little or no equity in their Canadian subsidiaries available to Cana- 
dians, also reduces potential investment opportunities in Canada. If such 
firms were required to issue shares to Canadians, it is possible that the 
large institutions would be less anxious to invest in the United States. With a 
larger pool of equity capital in Canada, this could result in more active trad- 
ing and ultimately improve liquidity. However, in considering the desirability 
of requiring subsidiaries to make shares available to Canadian residents, 
account must also be taken of several other factors. This question is ex- 
plored more fully in Part VI of the document. At the same time, it must be 
recognized that even in a better regulated securities industry, certain foreign 
stocks would remain attractive to Canadian investors and government policies 
alone (federal and provincial) would not likely stem the entire outflow of 
equity capital, short of formal quantitative limits or tax measures providing 
sufficiently strong counter incentives—or penalties. 


21 Recent decisions by some of the stock exchanges to allow negotiated prices for very 
large blocks will ease this complaint somewhat. It is understood that changes in stock 
exchange rules may also allow Canadian brokers to hold large blocks during the transaction 
process. 
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Any change in the tax system which forced established firms to the 
capital markets for a greater proportion of their needs would also likely 
affect liquidity. The essence of such a change would be that a higher 
proportion of the money supply would be in the capital markets, money 
would turn over more rapidly and thus improve liquidity. Of course, 
any change of this kind goes to the heart of the tax system and would 
require a further separate study. 

Greater liquidity in the stock market would also facilitate firms 
wishing to issue new stock or bond issues. That is, by making the markets 
more liquid, stocks would be more attractive. This would ultimately benefit 
the riskier new private and public issues and thus have a favourable impact 
on Canada’s capacity to support new firms and new economic activity. 


CAPITALIZATION OF THE FINANCIAL INDUSTRY 


The capital resources available to the financial industry are one of 
the main determinants of its capacity to provide entrepreneurial support 
to business and to assist in risk taking. The parts of the financial industry 
of particular concern here are the securities and venture capital industries. 


The Moore Committee Report examined the capital needs of the se- 
Curities industry”? and found it only slightly lacking in capital for carrying 
out the kinds of functions that the industry anticipated performing. How- 
ever, the Committee also pointed out that the net worth of Merrill Lynch, 
one very large United States firm, was almost fifty per cent greater than the 
net worth of all Canadian controlled firms combined. While the worldwide 
assets of Merrill Lynch are obviously not at the complete disposal of its 
Canadian subsidiaries, they do provide an. element of protection to the 
Canadian subsidiaries that is unavailable to Canadian controlled firms. The 
extent of the assets of a large firm like Merrill Lynch also illustrates that 
capitalization of the Canadian industry is not great, and this must inevitably 
affect its capacity to assume risk and to engage in additional entrepreneurial 
activity. The point here is not that the Canadian industry is necessarily 
reacting in a more conservative fashion to a particular risk, but that the 
risk itself is perceived differently because of much smaller capitalization. 

Most corporations and many governments typically raise funds through 
the same dealer or group of dealers. For large issues, the dealers form a 
syndicate, in which the principal is the syndicate manager. Forming a 
syndicate permits wider distribution of the issue than the principal alone 
can market. It also reduces his risks. Smaller securities firms are often 
reluctant to challenge the bigger firms for the opportunity of managing 


Report of the Committee to Study the Requirements and Sources of Capital and the 
Implications of Non-Resident Capital for the Canadian Securities Industry, May, 1970. The 
Committee was established by the Investment Dealers’ Association of Canada and four Cana- 
dian stock exchanges. 
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the underwriting of the large issues for fear of losing all participation in 
future syndicates. 

Even when an underwriter is large enough to handle a relatively 
small new issue, on his own, he may not do so lest other securities firms 
refuse to provide him with the necessary assistance in marketing large 
issues and lest they exclude him from participation in issues which they 
manage. With a better financed securities industry, firms would be better 
able to handle new issues or, at least, there would be the possibility of having 
genuinely competing syndicates, as is the case in the United States. This 
would tend to result in greater innovation and better service by the 
securities industry, lower prices for issues and ultimately a larger volume of 
financing. 

A number of firms have grown up in recent years to provide venture 
capital, which is one aspect of merchant banking. In addition, there are 
also some private pools of funds. Although those in the industry insist 
that it is large enough to meet present requirements, in fact, it is tiny (worth 
perhaps about ninety million). One side of the venture capital business is 
that the firm must assume, at least in part, many of the functions of the 
enterprise which it is backing and this requires substantial capital and highly 
skilled professional staff. Money cannot be invested readily without careful 
and time consuming investigation. Hence a handful of such venture capital 
firms, as is the case today, is simply not enough for an economy the size 
of Canada’s. With respect to industrial intermediation, there is little evidence 
of much such activity in Canada. To strengthen Canadian entrepreneurship 
and ownership, efforts should be made to develop the merchant banking 
industry. 

Other parts of the financial industry—such as the banks, life insurance 
companies and trusteed pension funds—are much more heavily capitalized. 
Canadian banks have the size and financial capacity to assume heavy risks. 
However, their conservatism and normal risk aversion have led them to 
minimize their activities in these areas. This is also true of life insurance 
firms and pension funds. That is, the financial institutions with the financial 
capacity to be merchant bankers on a grand scale have chosen in the past 
to concentrate on other activities; as a result, they do not now have well- 
developed capacities to engage in such activities. But public policy could 
create incentives for them to do more of this in the future. Some possibilities 
are elaborated at the end of this section. 


COMPETITION IN THE CAPITAL MARKETS 


The amount of competition within an industry can be affected among 
other factors, both by the extent of its capitalization and by the degree of 
concentration within it. A well-capitalized industry is not necessarily a 
competitive one. But an under-capitalized industry, which is the situation 
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to be found in the securities and venture capital field, is likely to find 
it difficult to be very competitive. While a number of major financial 
institutions within the financial sector are well-capitalized, they also exhibit 
a high degree of concentration. The five largest chartered banks have 93 
per cent of the assets of the chartered banking industry. In life insurance,?? 
the 5 largest firms have around 63 per cent of the assets of that industry. 
The figures for trust, mortgage loan, sales finance, consumer loan and in- 
vestment dealers are 61, 61, 68, 88 and 49 per cent respectively. In ad- 
dition, there are some formal ties between these various kinds of institutions, 
other than -between the bank; and non-banking deposit-taking institutions, 
re-enforcing concentration, e.g., between trust companies and mortgage loan 
companies. In the last set of revisions to the Bank Act, measures were taken 
to remove the links between banks and non-banking deposit-accepting 
institutions. 

As already suggested, competition for underwritings is at best modest 
and it is difficult for new firms to challenge the established syndicate. 
From the perspective of the non-financial corporation wishing to float a 
new issue, it thus becomes very difficult to get competitive bids. To buck 
the system, a non-financial corporation has to convince one underwriter 
to compete for what has in the past been the business of another member 
of the syndicate. While this happens on occasion, it is not common. 

At the same time, and perhaps more importantly, other financial insti- 
tutions play only a peripheral role in backing unseasoned and riskier firms. 
The banks, life insurance companies and pension funds devote only a 
miniscule part of their resources to such investment. Through their recent 
participation in major resource projects, the chartered banks have given 
evidence of some willingness to assist. But their participation has been on a 
“last-in first-out” basis, thus enabling them to assume the minimum risk. 

These comments are not necessarily criticisms of the existing insti- 
tutions. Fort the most part, each does not consider itself to be in the kind 
of entrepreneurial business referred to here. Nonetheless, a need for such 
service exists. 


Competition for new venture capital situations and new public stock 
issues is very limited. The securities dealers feel little pressure to play an 
important role in respect of the relatively unseasoned firms or to move into 
merchant banking. Indeed, the absence of vigorous competition within the 
securities industry, and from other parts of the financial sector, is such 
that most securities firms feel little need to protect their position by 
aggressively taking on new kinds of financing challenges. Also, the competi- 
tive environment probably has adverse implications for the price that users 
have to pay in raising money, which, in turn, affects their competitiveness. 


Data reflect Canadian companies only (excluding participating and non-participating 
funds of Canadian companies). They exclude all British and foreign companies. Note that 
data for this group are as of December 1969. 
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The application of the proposed Competition Act to these industries, modi- 
fied as it is to take account of the need for some degree of syndication 
(together with competition between syndicates), could be helpful in pro- 
moting a greater degree of competitiveness in this field. 

Similarly, it is important that a part of the existing large pools of 
capital—in banks, life insurance firms, and pension funds—be drawn into 
more active support of such financing by participating directly or indirectly 
in such ventures (in some cases thus precluding the need for formal under- 
writings). That is, the distinctions between underwriting, merchant banking, 
and venture capital provision (which is part of the merchant banking func- 
tion) do not require that institutions specialize in only one of these activi- 
ties and that firms which are now in other business (e.g., banks) refrain 
from these activities entirely. Indeed, the opposite seems more important— 
that the barriers between the institutions be lowered and that competition 
between the various classes of institutions be increased even more than they 
have since the Report of the Porter Royal Commission on Banking and 
Finance. 

In considering important changes, it must be recognized that the 
institutions have obligations to the depositors, policyholders and others, with 
the result that they could not be expected to engage in unbridled competi- 
tion. Some regulation would remain necessary. Greater competition, within 
a framework of responsible regulation, might very occasionally create risks 
for financial firms (and their liability holders) but use of schemes analogous 
to deposit insurance would likely be a far cheaper way for the economy 
as a whole to take account of these dangers than results from the current 
level of competition. 


REGIONAL FINANCIAL NEEDS 


The discussion above dealt with liquidity, capitalization, attitudes and 
competition. The issue remaining is that of regional needs, because one legi- 
timate concern about any foreign investment policy is that it may deprive the 
already capital-hungry, slow-growth regions of investment capital which they 
might otherwise receive. 

Under the present system, the financial institutions are free, within 
the framework of Canadian law and regulation, to invest where their 
business judgment indicates that the best deals are to be made. They do not 
concentrate their assets in regions of slow economic growth because they 
believe good opportunities are proportionately fewer there. On the other 
hand, Canadian government priorities focus explicitly on these regions. 

As matters now stand, the private financial institutions have no par- 
ticular reason to share the government’s concern about regions of slow 
growth. The question arises whether public policy should somehow seek to 
attract the private financial sector to help fill these needs, as the Regional 
Incentives Act does in respect of non-financial firms. 
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Linked to this issue is the question of whether a stimulus or incentive 
should be provided to encourage some Canadian financial institutions to 
acquire a stake in assisting the economies of the Slow-growth regions by 
helping fill not only the capital demands of these regions, but also to 
seek out and to support indigenous entrepreneurial undertakings in these areas. 

Only an institution whose profits and ultimate success lie in such a 
region might be willing to undertake this kind of activity. The issue which 
must be considered, therefore, is whether the government should help to 
create regionally based financial institutions which will have a stake in re- 
gional development and which can promote it without adversely affecting the 
simultaneous development of national capital. markets able to serve the 
major requirements of all parts of the country. To achieve this reconciliation, 
the regionally based institutions would not only have to bring needed 
capital to that region, but also entrepreneurial skills to help to develop 
profitable situations, so that the flow of capital to the region would be 
based on sound resource allocation. This possibility is elaborated on in the 
conclusions of this chapter. 


CANADIANS AS RISK TAKERS 


While Canadian financial institutions do not now appear to be great 
risk takers, no evidence is available to suggest that individual Canadians 
are risk averters. Little sophisticated analysis has been completed in this 
field. Such evidence as is available, however, indicates that in relation to 
income level, Canadians tend to invest slightly more in dividend paying 
stocks than do Americans, except in the oldest age brackets, and that Cana- 
dians generally invest a larger proportion of their assets in stocks than do 
Americans.** (Because Americans generally have higher incomes than Cana- 
dians, they have a proportionately greater ability to invest in stocks.) It is 
not claimed that this is firm proof of the willingness of the individual 
Canadian to take risks, especially as no comparative evidence is yet avail- 
able on the composition of portfolios, but only that there is no indication 
to the contrary. The point of these brief comments is to indicate why 
the conclusions and policy options outlined at the end of this chapter con- 
centrate so heavily on the financial institutions, as opposed to private 
individuals investing for their own account. 


THE FINANCING OF FOREIGN CONTROLLED BUSINESS AND 
ITS IMPACT ON CANADIAN CONTROLLED FIRMS 


Related to the main concern of this chapter—the role of the capital 
markets in supporting indigenous Canadian economic development—is the 
role of the capital markets in supporting foreign controlled firms and the 
implications of this role for Canadian controlled firms. 


* G. R. Conway, The Supply and Demand for Canadian Equities, Toronto, 1970, pp. 69-71. 
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In general, statistical evidence available does not show any great differ- 
ences between the financial structure of Canadian and foreign controlled 
firms. For example, there are no marked differences in ratio of current to 
non-current liabilities or in debt-equity ratios. 

Some differences do exist, however. For instance, foreign controlled 
firms appear to place a proportionately greater reliance on short-term 
credit from parent firms than do Canadian controlled firms; and long-term 
advances from individual shareholders and affiliates, as might be expected, 
are much more significant as a percentage of non-current liabilities for 
foreign controlled firms than for those that are Canadian controlled. Thus, 
the financing needs of foreign controlled firms are eased by the fact that 
they have much larger foreign parents. 

This does not mean that foreign controlled firms do not raise money 
in the Canadian capital markets. To the contrary, they have been making 
extensive use of Canadian bank loans and the Canadian bond and stock 
markets. 

The Department of Industry, Trade and Commerce survey of 325 sub- 
sidiaries shows that between 1965 and 1969 the contribution of Canadian 
sources (such as banks and bond markets) to the annual growth in external 
finances of subsidiaries rose from 28 to 73 per cent, with a corresponding 
drop from foreign sources. By 1969, Canada was financing 35 per cent of 
the total liabilities of these subsidiaries, whereas Canadian sources had been 
providing only 28 per cent in 1964. While firm proof is not available, it 
seems likely that a part of the reduced use which United States subsidiaries 
have made of their United States sources as a reflection of attitudes created by 
the United States Balance of Payments Programme, even though technically it 
has not been directed against Canada. 

Complete figures are not available about foreign controlled firms’ use 
of Canadian capital markets. However, some indication is provided in 
the following information. Of the roughly $9.6 billion in bank loans to 
businesses outstanding at the end of 1969, at least $1.2 billion (122 per 
cent) were provided to foreign subsidiaries covered in the Industry, 
Trade and Commerce survey. And since the sample of subsidiaries is not 
complete, the actual figure must have been a few points higher. 

The Bank of Canada has provided data showing what proportion of 
net new issues of corporate Canadian dollar bonds and stocks were for 
corporations which were wholly or partly non-resident owned. The findings 
are summarized in Tables 16 and 17 below. They show that around 16 
per cent of net new Canadian corporate bond issues and 23 per cent of the 
net new issues of corporate stock were for firms 50 per cent or more 
non-resident owned in the period from 1960 to 1970. 

While these figures indicate that, in addition to their own internal 
financial resources, foreign controlled firms make significant use of external 
Canadian capital, this use is certainly not out of line with their importance 
to the economy. On the other hand, particularly in periods of tight money, 


104 


TABLE 16 


NET NEW ISSUES OF CORPORATE CANADIAN DOLLAR BONDS 
PERCENTAGE NON-RESIDENT OWNED 


Corporations Corporations All 

50% and Over Under 50% Corporations 
$ Millions % $ Millions % $ Millions 
DOU MN etre Sot tcecih se, 42.1 133 9/ 266.3 86.3 308 .4 
Lob ricco ie ae pee —36.0 —— 235.9 ¥116;4 219.9 
DASA corel le a ae —26.8 = 293.9 110.0 267.1 
CSL a re LS ak 1828 335.9. 81,2 413.7 
ROG Se meme Regi’ cu i veyt 2 182.1 30.0 424.5 70.0 606.6 
TOG AA Le ER 116.5 12.3 831.0 Sia 947.5 
LGC eee. yeh BS 165.8 32.8 340.0 67.2 505.8 
ee nce ais i ea ie a 120.2 15.9 634.1 84.1 754.3 
LE sot ae a Ra a OTE 19.9 392.4 80.1 490.1 
HSE SS ie ian eee 71.6 SES 465.6 86.7 SE / 2? 
UI Ca a 195.0 17.4 922.9 82.6 13117.9 
tab ed, 8 oe 1,006.0 16.3 5,162.5 83.6 6,168.5 

TABLE 17 


NET NEW ISSUES OF CORPORATE STOCKS IN CANADA 
PERCENTAGE NON-RESIDENT OWNED 


Corporations Corporations All 

50% and Over Under 50% Corporations 
$ Millions % $ Millions % $ Millions 
DN ei eile fossa g fase: 32.8 15.3 182.1 84.7 214.9 
oS a a er 11921 50.3 117.5 49.7 236.6 
a ES a ee 48.4 14.6 283.5 85.4 331.9 
OG 2 iperreer dase ore. sc scds 85.6 — — 134.7 —— —49.1 
ee: er 97.1 30.6 220.2 69.4 317-3 
Uo bec lth i bg la a 110.7 Pd bod 356.9 76.3 467.6 
| SUS aes 2 ieee alae 129.5 2220 458.3 78.0 587.9 
TRON anal eetieraehaliaaa decid 119.1 26.5 330.1 1300 449.2 
| (chip iain lea ana Sesame er 460.6 89.3 515.9 
Es atccesic sane sche eis 110.5 14.1 675.0 85.9 785.5 
ROMER is, SNe ead a cha, 63.2 22.0 21541 TH 278.3 
LEE er arr ee aie 971.3 pa Pes 3,164.6 76.5 4,136.0 
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it may be somewhat tougher for Canadian controlled firms to raise money 
than it would be if foreign controlled firms were not using the Canadian 
capital markets. While impossible to quantify, this has apparently been a 
sufficient concern that, in the past, the Governor of the Bank of Canada 
has requested the chartered banks to pay particular attention to loan ap- 
plications from firms not having alternative sources of credit. He has also 
asked the banks to give priority to credit-worthy demands of Canadian 
customers, rather than to foreign subsidiaries, which could use the Cana- 
dian market to borrow on behalf of their parent firm—especially at times 
when Canadian rates fall below United States rates. 

One question which arises from the data is whether foreign controlled 
firms should have continued access to Canadian capital markets. This 
answer must take into account the problems for Canadian controlled firms 
which arise during periods of tight money; the fact that Canadian balance 
of payments considerations may at times make it preferable for foreigners 
to borrow in Canada (as at present); and that foreign controlled firms do 
employ Canadian workers, directly and indirectly. In other words, their 
needs must be considered in the perspective Canadian economic interests. 
This policy issue is considered more fully later in this chapter and again 
towards the end of the study. 


POSSIBLE MEANS OF IMPROVING 
CANADIAN CAPITAL MARKETS 


Canadians seem to finance a smaller proportion of the growth in 
their productive capacity in the private sector in Canada than the volume 
of Canadian savings would permit as a result of many factors. 

In the first place, a substantial proportion of the savings are generated 
by foreign controlled firms in Canada from their own internal cash flow. 

Secondly, new firms enter Canada for reasons that are unrelated to 
Canadian capacities in financing, technology or management. For instance, 
the foreigner may find it profitable to exploit his product or different 
technology in Canada or to obtain Canadian natural resources for supply 
assuredness—and no barriers exist to his doing so. 

Thirdly, foreigners take on projects which are judged to be too risky 
by Canadians. The foreigner’s perception of the risk in many cases, how- 
ever, is different than the Canadian’s. The real risk is simply much smaller 
for the foreigner for one reason or another, perhaps because an export 
market is assured, a tax advantage is available from abroad, the investment 
constitutes a smaller part of his investment portfolio, he has greater ex- 
perience in the business or his cost of money is cheaper. 

The comparatively small role in support of risk taking and entre- 
preneurship played by Canadian financial institutions seems also to reflect 
several other influences. One is that the historical availability of foreign 
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direct investment has not been conducive to creating within Canada the 
kinds of institutions and persons able and willing to take on this role. 
The Canadian capital markets are not normally called upon to play a 
major role in launching major resource exploitation projects; and though 
they may occasionally supply much of the debt capital to the foreign firms, 
they do not now have a well-developed entrepreneurial Capacity to play 
more than a limited financial role. 

Furthermore, legislative and other constraints upon the investment 
choice open to the institutions tend to limit their capacity for filling some 
of the gaps. While intermediation does involve turning low risk short-term 
deposits into somewhat higher risk long-term investment, the institution 
cannot be insensitive to the nature and longevity of the savings it has 
accumulated. For instance, if the institutions are able only to attract demand 
money, their investment choices are limited. Some amendments to current 
legislation or practice might ease these restrictions, although wholesale 
change in this area has to be limited by the need for safeguarding the in- 
vestments of private individuals and by the legitimate competing demands 
for capital, e.g., for housing or junior government financing. 

At the same time, gaps do remain in the capital markets, particularly 
related to entrepreneurship, thus affecting perception of risk. These gaps 
are reinforced by the degree of liquidity, relative lack of capital available 
in the venture capital and securities industry—including merchant banking 
—in relation to the objectives for them proposed previously and the related 
absence of vigorous competition both within various sections of the finan- 
cial industry and between sections. 

To meet the concerns about the capital markets, certain policy options 
are considered below. A further very important consideration relates to 
the proposal of a screening process. To the extent that such a screening 
process is concerned with improving the returns which Canadians receive 
from foreign investment, it must have the capacity to bargain from a 
position of strength. This in turn means that it ought to have available 
to it an alternative Canadian capacity to do some of the things which the 
foreigners are willing to do. In the absence of a vigorous merchant banking 
or venture capital industry in Canada, and a generally greater degree of 
entrepreneurship in the financial community, the capacity to bargain effec- 
tively is reduced. 

Some of the techniques which might be adopted in an effort to increase 
the capacity to undertake a greater proportion of high risk and entre- 
preneurial financing in Canada are outlined below. In proposing to increase 
this capacity, it should be emphasized that it is not intended that Canada 
should seek to undertake all those aspects of financing and industrial 
development which, because of international specialization, can at present 
be more efficiently performed abroad. The options put forward necessarily 
involve some expansion in the already major role played by the federal 
government in influencing the allocation of capital within Canada through 
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a variety of means. Its influence at present is exerted through tax policy, 
various methods of deficit financing, through transfer payments to provinces 
and individuals and its pattern of expenditures. The government plays a more 
direct role through particular public financial institutions, established to reduce 
in capital markets deficiencies that became evident in the past, such as 
Central Mortgage and Housing Corporation, the Industrial Development 
Bank and, more recently, the Canada Development Corporation. The gov- 
ernment has also carried out its financing role through various grant and 
loan schemes, such as the General Adjustment Assistance Programme 
(GAAP), the Programme for Advancement of Industrial Technology 
(paiT), the Industrial Research and Development Incentives Act (IRDIA), 
a number of regional economic development programmes, small business 
loans and a variety of farm assistance programmes. 


LIQUIDITY, CAPITALIZATION AND COMPETITION 


Any measures which can be taken to improve the liquidity of the stock 
market and the capital available to the more entrepreneurial parts of the 
financial industry should have a beneficial spill-over impact on the financing 
of new issues. Scope for a federal initiative is affected by existing provincial 
involvement in this area. With or without a greater federal presence, 
any assistance or support which can be given to proposals to increase 
liquidity should be considered carefully. This would include providing for 
better disclosure of corporate situations and developing an effective national 
system of securities regulation. 


One possible option that might be contemplated under certain cir- 
cumstances is that of allowing or even encouraging a particular type or 
types of foreign financial institutions to establish in Canada. Because some 
foreign financial institutions tend to have more capital than their Canadian 
counterparts, they could conceivably bring benefits to the market in the 
form of improved liquidity and competition. Against such benefits would 
have to be weighed the possible disadvantage that foreign financial insti- 
tutions might distort the allocation of savings, perhaps by encouraging 
Canadians to invest abroad or by giving foreigners a preference in investing 
in attractive Canadian ventures. Such concerns might be overcome or mini- 
mized by requiring as a condition of their entry that foreign financial insti- 
tutions allocate their funds according to the broad pattern laid down by 
federal authorities, possibly through the instrument of a review agency. 
While there might be some increase in the degree of foreign control of 
some areas of the financial industry as a result of following this course, 
it could serve to play a part in reducing the extent of foreign control in the 
non-financial sector of the economy. 


In addition to the benefits that may be derived from the application 
of the proposed Competition Act to most of the classes of institutions in 
the financial sector, it may be desirable to consider whether further benefits 
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should be sought by extending the restructuring of those industries that 
was undertaken through legislation enacted within the past five years. In 
part, this could involve the adoption of measures aimed at further reducing 
the compartmentalization of financial institutions as another means of in- 
creasing competition. 

Consideration might also be given to the possibility of providing in- 
centives to encourage existing financial institutions to achieve greater entre- 
preneurship, to the development of additional pools of capital—either 
through new or existing institutions—and to a further expansion of the 
financing role undertaken by the federal government. Measures of this kind 
could serve to strengthen competition in the financial sector and to reduce 
the gaps that now exist in the financing of Canadian controlled business. 

Before outlining some of the considerations involved in each of these 
possible approaches of a general nature, attention is focused on a particular 
problem, that of meeting the financial needs of the slow growth regions. 


REGIONAL NEEDS 


The general lack of entrepreneurial thrust in the financial industry seems 
to be a particular problem in the regions of slower economic growth. 

As one way of dealing with this problem, consideration might be given 
to the creation of regional financial institutions, such as regionally based 
banks. Although real administrative problems undoubtedly would exist, one 
possibility might be a bank free to raise deposits anywhere in the country 
but required by statute to invest a proportion of its assets in a designated 
region. Depositors would presumably be reassured by existing deposit 
insurance. Such a bank would only be able to accept deposits and to grow 
to the extent that it was able to invest profitably in the designated region. 
This, in turn, would require it to help to create attractive investment oppor- 
tunities for itself in that region—that it play the role of entrepreneur. 

A second possibility open for consideration would involve revisions to 
the Bank Act to allow provincial governments to participate financially in 
the establishment of a federally chartered bank. Such an amendment might 
allow the province to subscribe to 25 or 50 per cent of the initial capital, 
but with a provision that it sell its shares to the public over a period of 
years. 


Both possibilities would require further consideration by the gov- 
ernment. 


POSSIBLE INCENTIVES AND INDUCEMENTS 


As already mentioned, three other types of action might also be con- 
sidered. One is to try to create incentives and inducements to get the 
existing institutions to expand their role in financing new capital stock. 
Another is to encourage, both directly and indirectly, the creation of new 
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institutions specifically aimed at filling existing gaps. Finally, new govern- 
ment sources of capital could be mobilized. Some of the possible ways of 
achieving these ends are touched on below to illustrate the kinds of ideas 
which might be explored more fully. While not advocating any particular 
one of these possible policy elements, it appears evident that some measures 
in this area should be examined to further assist entrepreneurship and gen- 
erally to encourage more competition and innovation in the capital markets. 

Looking firstly at the kinds of inducements and incentives which can 
be used to make capital allocation more responsive to the gaps in the 
financial markets, the main issue is how to get the existing large pools of 
capital to play a greater role, i.e., the banks, trusteed pension funds and life 
insurance companies. 

One way of doing this might be through encouraging the grouping 
of individual pension funds and life insurance companies into syndicates 
for investment purposes. These institutions are properly concerned with 
fulfilling their obligations to pension and policyholders. At the same, 
time, it is possible that the large sums of money they dispose of could 
be used to fill at least a portion of the capital needs for resource exploita- 
tion. Admittedly, the individual pension fund might be running an undue 
risk in placing a significant proportion of its assets into a new manufacturing 
venture or resource project. But consortia of these institutions jointly in- 
vesting five or ten per cent of their assets in higher risk new economic 
activity should be feasible, as the large sums would allow sufficient diversity 
to spread the risks and finance much of what is now being financed from 
the United States. What would be too risky for one institution could be good 
business and highly profitable for a group acting in concert. This could be 
done, of course, by subscribing to new issues underwritten by the securities 
industry. It could also be done through these consortia, in effect, acting as 
underwriters. Again, very careful study of the techniques needed, as well as 
the feasibility of such an approach, would be required. 


At present, life insurance companies may be discouraged from invest- 
ing in equity capital because of certain provisions in federal law (for ex- 
ample, regulations covering the valuation of their liabilities) which make 
it possible for a firm to be technically insolvent in a stock market down- 
turn. Another technical difficulty for companies is how to reflect capital 
gains in the book value of their assets. These problems should be studied 
to determine whether greater investment scope could not be given to these 
firms without in any way endangering the position of policyholders. This 
should include a re-examination of the notion of life insurance firms being 
in technical bankruptcy, since this seems to be largely a book-keeping 
concept with only limited relevance to their real financial position in at 
least some circumstances. 


Thirdly, the Bank Act could be reviewed to consider whether the exist- 
ing statutory limits (Section 76) on equity investments by banks in other 
industries are an unnecessary limitation on their capacity to engage in 
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greater risk taking and entrepreneurships. In so doing, it must also be 
recognized that reducing these restrictions opens up the possibility that 
the banks could acquire control of substantial parts of non-banking indus- 
tries, depending on the extent they were permitted to go beyond present 
limits in acquiring equity. 


NEW INSTITUTIONS—-MERCHANT BANKS 


The above proposals relate to the creation of incentives to encourage 
the existing institutions to behave somewhat differently. In addition, it is 
apparent that certain kinds of institutions are lacking on the Canadian scene. 
In particular, merchant banking has yet to develop beyond its infancy in 
Canada. While the Canada Development Corporation may go some way 
toward filling this gap, it is believed that still more development is required 
in this area so that the matching up of buyer and seller and of entrepreneur, 
inventor and financier are all encouraged. The possibility of creating some 
form of inducement to encourage such activity in Canada should be 
investigated. 


DIRECT GOVERNMENT ROLE 


Any of the possible measures outlined above involving the private 
financial sector would help to create a better environment for more entre- 
preneurship and risk taking in the capital markets. Because it could take 
considerable time for the private sector to fill these gaps, it may be desirable 
for the government to adopt an expanded role. While the Canada Develop- 
ment Corporation, recently established by Parliament, can play a very useful 
part, certain financial needs will remain unfilled—particularly those for ven- 
ture capital and expansion financing. 

With regard to venture capital, it is suggested that the legislation 
respecting the Industrial Development Bank might be re-examined with a 
view to considering whether this institution should play a greater role in the 
financing of small Canadian controlled firms. This might not only involve a 
close look at the way in which the current law enables it to handle venture 
capital situations, it could also involve authorizing the IDB to actively seek 
out venture capital situations. This latter possibility would impose a sub- 
stantial responsibility on the ips. 

Even if the ips were to fill a part of the gap at the venture capital end 
of the spectrum, while the cpc takes steps to fill the gap at the other end 
by providing funds for very large undertakings, there would still remain a 
void which the federal government could help to fill. This involves the 
Provision of expansion capital to medium-sized Canadian firms with require- 
ments ranging roughly from $500,000 to $15 million. 

What might be valuable here is an expanded General Adjustment 
Assistance Programme based largely on insured loans, but with the capacity 
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to lend or acquire equity directly. The right to hold equity would be 
particularly. important in situations where regular interest payments placed 
an undue burden on the firm starting out. Such a programme would be 
restricted to Canadian controlled firms and might either be aligned with the 
IDB or run on an entirely separate basis. In considering various alternative 
possibilities for expansion of the government’s financing role, care must be 
taken to prevent enterprises in the private sector from becoming unduly 
dependent on the government to assume a substantial proportion of the risk 
before they will be prepared to launch a new venture. 


ACCESS OF FOREIGN CONTROLLED FIRMS TO CANADIAN MARKETS 


Balance of payments considerations may create a bias in favour of or 
against allowing foreign controlled firms access to Canadian capital markets 
at any point in time. A further consideration that arises is whether encourag- 
ing foreign subsidiaries to finance in Canada would not improve liquidity 
in capital markets generally. Nevertheless, there remains a continuing con- 
cern about how financing in Canada by foreign subsidiaries affects the access 
of Canadian controlled firms to the capital markets. Indeed, to the extent 
that other measures may be successful in encouraging greater financial entre- 
preneurship in Canada, it is important to ensure that such improved per- 
formance does not redound to the benefit of foreign controlled firms only. 
While funds loaned to foreign controlled firms do recirculate and may again 
become available, the net impact of lending to foreign controlled firms is 
likely to involve some reallocation of funds that would otherwise be avail- 
able to Canadian controlled users. 

This suggests one argument that can be made in favour of requiring 
foreign controlled firms to obtain government approval for all substantial 
new Canadian denominated stock or bond issues and substantial increases 
in bank credits or loans. The considerations which could be used in deter- 
mining whether approval would be given include balance of payments factors, 
the adequacy of funds available for Canadian users, the economic merits of 
the investment for which funds were being solicited, the danger that reduced 
demand on Canadian capital markets would weaken their capacity and 
whether foreign participation is required to make the project viable. Alterna- 
tively, new stock and bond issues alone could be subject to government 
scrutiny. This would raise fewer problems, though clearly there would remain 
much opposition to such an approach. 

The approach outlined above is based on the view that foreign con- 
trolled firms frequently appear able to raise money from their parents 
abroad and would not be seriously damaged by some review of their access 
to Canadian capital. It also reflects a concern about the access of Canadian 
controlled firms to expansion capital. At the same time, however, it would 
also provide a vehicle through which the government could review certain 
aspects of the foreign controlled sector if it wished to do so. 
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CONCLUSIONS 


To summarize, there are no strong reasons, relating to the Canadian 
balance of payments or to the volume of domestically generated savings, 
which would require Canada to rely upon foreign direct investment to main- 
tain a satisfactory rate of economic growth. The main worry is that Cana- 
dian savings are not being transmitted by the financial intermediaries to 
business enterprises for the starting up and expansion of capital stock to 
the extent that the level of savings in the economy would permit. 

As the adequacy of domestic savings has improved, the volume of 
savings directed by the intermediaries for investment in manufacturing and 
resources has increased. 

Given that the balance of payments and the volume of domestically 
generated savings are such that there is no great need for foreign direct 
investment, the above chapter focused on the need to make Canadian capital 
markets more responsive to the need for more investment capital. At the 
same time, it was recognized that foreign direct investment might well be 
desirable when it brought with it certain other economically valuable char- 
acteristics, such as technology, Management, entrepreneurship and export 
markets. These characteristics are examined in following chapters. 
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Chapter Eight 


THE TECHNOLOGICAL IMPACT OF DIRECT 
FOREIGN INVESTMENT 


INTRODUCTION 


_One of the main determinants of economic growth is the rate of im- 
_provement in the productivity of the factors of production. Among the 
most important influences affecting productivity are advancements in 
technology. ni ate areas 
ye Historically, Canada_has been very heavily dependent upon foreign 
technology. Foreign technology has entered through the importation of 
finished products, through direct investment and by licensing agreements 
between Canadian firms and foreign owners of technology. The focus of this 
chapter is upon the technological impact which direct foreign investment 
has on Canada and on the benefits and costs of the technology which 
arrives in the direct investment package. Account is also taken of alternative 
methods (other than direct investment) of obtaining new technology. 


ments in science and technology discovered and developed elsewhere in the 


world. Many of these developments, particularly the older_ones, are in the 
public domain and are freely available to all of mankind to draw upon. 


But many of the recent Jadvances are not, of course, available free of 
charge. They are, in effect, private property and often foreign owned. In 
‘other cases, even if not legally owned by a foreigner, the foreigner alone 
understands the complicated technical “know-how”. The prospect of living 
without many of these recent advances involves a cost which most Canadians 
would not tolerate. To obtain access to that portion of technology which 
is owned by foreigners, Canada pays a price. This price falls into several 
different categories: 

(i) Canadian subsidiaries using the technology of their parents pay 
fees or royalties for the right to exploit it in Canada or are made to 
pay in some other way (e.g., by being required to purchase other 
goods or services from the parent). Canadian firms which obtain 
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foreign patented technology or “know-how” under licence on an 
arm’s-length basis also pay royalties. If technology is imported in 
the form of finished products, Canada pays for the technology in 
the price of the finished goods. 


(ii) Conditions are often attached to the foreign technology which 
Canadian firms obtain, be it on an inter-affiliate or arm’s-length 
basis, which limits the export markets for which it may be com- 
mercially developed in Canada. These limitations must be weighed 
against any benefits gained by Canada through decisions by the 
parent to protect its Canadian subsidiary or licencee against com- 
petition from itself or other affiliates or licencees. These restrictions 
have an important bearing upon the Canadian industrial structure 
and the competitive position of Canadian industry. 


(iii) The ready availability of foreign technology can frustrate Canadian 
technological development and the strong technological infrastruc- 
ture which is needed, not only for further technological develop- 
ment but for buying foreign technology cheaply and wisely. The 
ability to obtain technology abroad at the most reasonable possible 
cost and to apply it in Canada as effectively as possible is perhaps 
even more important than domestic technological development. 


Past public policy has recognized the importance of science and tech- 
nology to mankind. The Canadian government has a long history of substan- 
tial expenditure in Canadian government and university laboratories. While 
aimed partly at improving our knowledge both of the world and of the Cana- 
dian environment, it has also been based in part on the related expectation 
that the emergence of a strong scientific community in Canada would have an 
important spill-over impact upon Canada’s industrial capability. More re- 
cently, both through tax and grant incentives, the government has explicitly 
encouraged expenditures on research and development in private business. 
Notwithstanding these measures, the record of indigenous technological com- 
mercial output has remained poor and Canada’s dependence upon the outside 
world has, in fact, been increasing. 

It was implied above that the importation of technology through direct 
investment results in both costs and benefits to Canada. In general, as stated, 
the benefits have been such that Canada could not have realistically lived 
without them. But this does not mean that the imported technology has 
necessarily entered Canada in the best form. In some cases it might have been 
more efficient to import it in the form of a final product or to buy it on 
licence. Nor does it mean that the price which has been paid has been a fair 
one for Canada. In other words, the main question at issue is not-whether, 
on the whole, the benefits of access to foreign technology outweigh the costs, 
but whether, in particular cases, direct investment is the best form for Can- 


ada to obtain the foreign technology and whether the price being paid is a 
reasonable one. 
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THE IMPORTANCE OF TECHNOLOGY 


Technological advance has its impact on the economy through improving 
productivity, that is by increasing the output obtained from any fixed amount 
of input. The technological superiority of a particular industry or an economy 

“generally makes possible the export of goods or investment which embody 
these advances. SPasca 
Quantitative measurement of the relative importance of technology in 
advancing productivity, trade and investment is difficult. In each case, there is 
a wide range of other factors which also influence the rate of advance. The 
concept of “productivity” is itself difficult to measure. 

It is through its impact on productivity that technological advance affects 
the overall performance of the economy and Gross National Product. 
Increases in Gross National Product can be caused by various factors—the 
greater realization of economies of scale, improvements in the quality of the 
inputs of production, fuller utilization of productive capacity, improved edu- 
cational levels of the work force, greater efficiency resulting from shorter 
hours of work, and an inter-industry shift of activities to more productive 
fields. Although, as stated, the portion of GNP growth attributable to the 
advancement of technology is not easily measured, estimates are that for the 
United-Statés economy technological development accounts for around forty 
per cent of the increase. For the Canadian economy, an estimate of thirty per 
cent has been suggested as more accurate. Education is credited with a com- 
parable contribution in the Canadian economy, although education does, to 
some extent, involve the more complete distribution and effective use of 
existing knowledge of technology and systems. Thus, technology is credited 
with the largest single contribution to economic growth. 

The impact of technology on society does not lie solely in economic 
expansion and enhanced productivity. The cultural and social effects and the 
relevance of technology for other attributes of the “quality of life” must be 
considered in any complete appraisal. These are examined more fully else- 
where in this study. 

The maximum social gain from technology comes when its potential 
is fully exploited: when it is available to all possible users in a variety of 
industries or applications; when it is embodied in the goods of several 


producers so that its benefits can be made available to as many users or 


consumers as possible at the lowest cost possible; when it is publicly avail- 
able, for further development to take place based on the knowledge and 
Capacities which it represents. 

A market economy relies to a considerable extent on private interests to 
undertake the expenditures involved in the production of new technology. 
Public policy supports this process by patent protection, which permits the 


* See Chapter Seventeen. 
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innovator to anticipate a profit and thus encourages him to spend on research 
and development.”° 

Foreign technology, however, is in some cases a “free” good. That is, 
it may have been developed for other markets. To grant it this form of 
protection in Canada—or as much protection—may be neither necessary 
nor desirable. Public policy should aim for the maximum rate of dissemina- 
tion of technical knowledge—subject to sufficient incentive remaining to 
encourage that necessary level of research expenditure to maintain a suitable 
rate of innovation. The question arises whether Canadian patent law and 
administration go well beyond the degree of incentive which is required. 


CANADA’S DEPENDENCE ON EXTERNAL TECHNOLOGY 


Several different yardsticks have been employed to measure Canada’s 
dependence on technology from abroad. While no single one is perfect, they 
all show much the same pattern. 


The first measurement is based on patent Statistics. While all forms of 
technology are not patented, patent statistics are often used as a proxy for 
technological output. Some 95 per cent of patents issued in Canada are 
registered to foreign owners, of which two-thirds are owned by United States 
residents.27_ This is one indicator of Canada’s dependence on external 
technology.?8 = Te 

Another study shows that in a list of 25 countries, Canada is first in 
percentage of patents which are foreign owned and last in the percentage of 
patents owned by nationals of the issuing country.?° 


Table 18 below shows the results of an OECD study. It is based on 
four performance indicators of technological innovation in ten industrially 
advanced countries. By one criterion, namely, monetary receipts for patents, 
Canada ranked eighth among the ten countries. In three others, Canada 
ranked ninth or tenth. The criterion of greatest commercial importance, 
perhaps, is that showing Canada ninth in export performance in research 
intensive product groups. In the composite ranking, Canada had the worst 
performance of the ten countries.°° 


7 Public funds and tax incentives are also allocated to support this kind of activity, as 
the public benefits often tend to exceed the private benefits from such research. Governments 
generally protect private proprietary rights even when they have been publicly financed. 

77 Patent protection is used in Canada quite widely in comparison to other countries, thus 
the low level of patent ownership by Canadians does not reflect relative absence of reliance 
on patents as a form of protection. The source for the statistics is the Annual Report of the 
Patent and Copyright Office. 

*8Some technological breakthroughs developed in Canada may register in the name of 


foreign parent firms. Thus 95 per cent may be a slight exaggeration of reliance on external 
technology. 


Zo Based on research for the Economic Council of Canada. 
; ou While Japan does not appear in too favourable a light, it should be noted that Japan has 
relied on importing technology and producing with the imported technology more cheaply 


than other countries. It should also be noted that the figures for three of the criteria apply 
to years between 1963 and 1965. 
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The table suggests that Canada’s technological output, compared 
to that of other industrial countries, has been very low. On the other hand, 
the table does not suggest any correlation between technological output and 
rate of economic growth. For instance, Japan’s composite rank is ninth and 
yet it has enjoyed a rate of economic expansion which has been the envy 
of most western countries. In contrast, despite its very high composite rank, 
the United Kingdom has grown less rapidly than most other countries listed 
in the above table. Bearing in mind the importance of technology to 
economic growth, the above data suggest that the essential need for economic 
development is not necessarily extensive indigenous technological output, 
but rather a capacity to use technology effectively, whether it is domestic 
or imported. 

It is by no means self-evident, therefore, that Canada should simply 
be devoting greater effort to improving its technological output. Before 
reaching such a conclusion, it would be necessary to conclude that Canada 
could obtain its inputs more cheaply by developing them at home than by 
buying them abroad, or that indigenous development would provide greater 
benefits for the Canadian industrial structure. This is an issue which will 
be considered later. 


REASONS FOR CANADA’S COMPARATIVELY LOW LEVEL 
OF TECHNOLOGICAL OUTPUT 
£ 


To understand why Canada’s technological output has been so low in 
comparison to other countries, it is necessary to take account of Canadian 
input into research and development activity and of the factors which help 
to influence it in comparison to inputs of other countries. Some of these 
include: 

—the relative size of foreign (particularly United States) and Cana- 
dian economies, their characteristics and the general economic 
environment in both countries; 

—the heavy degree of foreign control in Canada’s technologically 
intensive industries and the related fact that parent firms in these 
industries normally tend to centralize research efforts at home; 

—the heavy concentration of Canada’s research activity outside of 
the business sector. 


Each of these points is examined further below. 


THE RELATIVE SIZE OF CANADIAN AND FOREIGN ECONOMIES, THEIR 
CHARACTERISTICS AND THEIR GENERAL ECONOMIC ENVIRONMENTS 


Ready access to a large market helps determine the incentive of a firm 
both to allocate resources for original research development and innovation 
and to purchase and adopt existing available technology. Firms with duty- 
free access to very large markets (either at home or through participation 
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in a customs union or free trade area), such as the United States, have such 
inducements. Canadian firms are somewhat at a disadvantage in this respect, 
as they generally lack duty-free access to very large markets. 


This is not to suggest that the Canadian market is too small to support 
an optimally efficient plant or firm using the most up-to-date technology 
in many industries, although it is likely too small in several industries — 
such as aircraft and some chemicals. But the fragmentation of the Canadian 
market between several firms in many industries does mean that the risks 
are normally much greater than for a United States or EEC based firm; 
and even when the Canadian market is large enough to support efficient 
production, the incentive to innovate is less than in much larger markets, 
because the profits which can be anticipated are often smaller unless the 
Canadian firm can somehow. be sure of access to large markets. 

Size of firm can also be an important determinant of a firm’s capacity 
to spend meaningful amounts on research and development. Large Canadian 
firms in some industries are not too small to afford the minimal rep 
expenditure level which is required for the efficient use of funds. But the 
cost factor undoubtedly does deter some Canadian firms, either because 
in some industries the research expenditures involved are too great by them- 
selves or together with associated development and marketing costs, or 
because concentrating research expenditures in a narrow range of activities 
is too risky. 

In addition to the above factors, as indicated earlier in this report,?4 
the characteristics and general economic environment of a country also 
have an important bearing on the creation of an atmosphere conducive to 
innovation. The level of per Capita income, the rate of growth of income 
and its impact on consumer tastes, the costs of labour—which induce 
recourse to labour-saving technology in production, management capacities 
and attitudes, all support innovative efforts. A highly competitive environ- 
ment has the same effect, driving individual firms to innovate to get and 
stay ahead. These are factors found first and foremost in the United States. 
In recent years they have been found more and more frequently in the 
European Economic Community and some are beginning to emerge in Japan. 
With Canada’s comparatively smaller market, less competitive environment, 
and lower managerial capacities than in the United States, innovative pres- 
sure is less prevalent in this country. 


THE HIGH DEGREE OF FOREIGN CONTROL IN CANADA’S 
TECHNOLOGICALLY INTENSIVE INDUSTRIES 


Table 19 shows those industries in Canada and the United States that 
are the most research intensive. It will be noted that among the United 
States industries listed, transportation equipment, electrical products, chemi- 


%1 See Chapter Three. 
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cals and machinery are the ones in which R & D expenditures are highest. 
It will also be observed that the table excludes entirely the many industries 
with a lower research input, such as clothing, textiles, furniture and wood. 


TABLE 19 


R & D EXPENDITURES IN SELECTED CANADIAN 
AND U.S. INDUSTRIES PER $1000 SALES* 


Canada US. 

$ $ 
Chemicals and Allied Products.............0...00cccseeeeeeeee 18 26 
Petroleumrand!Coale a ee eee 11 14 
RubberandselasticierOductse sso: ee ee 6 11 
INon=Metallics Mineral sqeseceeseree ete rene ee nee es 3} 8 
Primary VMictalsyee see Pha, dash Se esha ae) Sek. Ae 7 4 
Metal*Fabricating::: 52; fem ere ee 2 4 
Machineryic.i6:513. eee see Bee ee ee 7 21 
Blectrical! Products: ee oe ee ee 36 63 
‘Lransportavions Equipment eee ee eee 9 63 


*DBS, 1967 Annual Census of Manufacturers, Preliminary Bulletin, No. 31-208P. Table 2, 
pages 3 and 4. Value of Shipments of goods of own manufacture has been used as a proxy for 
sales. DBS, Industrial Research and Development Expenditures in Canada, 1967, No. 13-532. 
Table 4, page 31. United States Department of Commerce, Bureau of the Census, Statistical 
Abstract of the United States, 1969. Table 1109, pages 716 to 721. Value of Shipments has 
been used as a proxy for sales. N.S.F. Research and Development in Industry, 1967, No. 
69-28. Table 22, page 4. 


As suggested above, the large size and the nature of the United States 
market has made it possible for United States firms to spend the large sums 
needed to develop advanced and, in some cases, unique capabilities in these 
technologically advanced industries (i.e., transportation equipment, electrical 
products, chemicals, machinery and instruments). Having developed these 
distinctive capabilities, they have been able to exploit them in world markets. 
One measurement of the importance of these industries in the international 
economy is that they account for 72 per cent of United States exports, but 
only 39 per cent of United States sales. This advantage is exploited not 
only through the export of goods, but also through the export of direct 
investment capital. This is reflected in the high degree of United States 
control of Canadian business in many of these same industries.?2 

In general, multinational firms prefer to concentrate their research 
activity in their home base. Thus, as Table 19 above tends to suggest, Cana- 
dian subsidiaries in technologically intensive industries are generally not 
given the opportunity to do proportionately nearly as much research as 
their parent. Moreover, some of the R & D undertaken in Canada un- 


34 See Chapter Four. 
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doubtedly reflects efforts to modify technology developed abroad to specific 
Canadian needs. And some of it reflects situations where there are signifi- 
cant cost advantages in undertaking R & D in Canada (including the’ cost 
advantage of tax incentives and public funds), which is not offset by any 
disadvantage of decentralizing of research and development efforts. However, 
even when a portion of the research of a multinational firm js located in 
Canada, it is coordinated with the research of the entire international 
organization, directed from the home base, and thus not necessarily fitted 
into the productive activity of the Canadian subsidiary. 

More detailed evidence tends in fact to confirm that the subsidiary 
normally undertakes significantly less research than the parent. One study 
undertaken in 1959 reported that as a percentage of sales, 72 per cent of 
the subsidiaries survey spent less on R & D than the parent, 23 per cent 
spent about the same amount and 5 per cent spent more.?? Where the 
product line manufactured by the parent and the subsidiary was the same, 
only 25 per cent did any research at all. Where the product line was different, 
68 per cent undertook research efforts.°4 Unfortunately, these data do not 
take account of the useable developments which flow from the expenditure 
inputs or whether discoveries in the laboratories of Canadian subsidiaries 
are exploited commercially in Canada or elsewhere. 

The same study, using 1959 data, also showed that foreign controlled 
firms spent about the same on research and development as their Canadian 
counterparts in the same industry. The study was based on “matched pairs” 
(i.e., Canadian and foreign controlled firms of similar size in the same product 
line) and compared their financial inputs. For many foreign controlled in- 
dustries, unfortunately, no Canadian match was available. 

In the last few years, Canadian controlled firms have spent much more 
in both absolute and relative terms than they did a few years ago. In 
contrast, actual expenditures of foreign controlled firms seem to have peaked 
and they actually fell in 1970, while their relative share has also declined. 
In 1970, Canadian controlled firms spent more than 45 per cent of the total, 
compared to 39 per cent in 1967. In view of the fact that around 90 per cent 
of total R & D expenditure is in manufacturing industries, that Canadian con- 
trolled firms constitute less than 45 per cent of the manufacturing sector and 
that they are concentrated in the less research intensive industries, it would 
appear that the R & D effort by Canadian controlled firms has recently com- 
pared more favourably with the foreign controlled sector than previously, as 
indicated by the figures in Table 20. It is too soon, however, to be sure exactly 
why these changes have occurred and whether they indicate anything more 
than a temporary cyclical change. 


| * A. E. Safarian, Foreign Ownership of Canadian Industry, Chapter VI. Note that the 
| data are for the year 1959, prior to the introduction of some of the more generous government 


' incentives for research. 


* See remarks on “costs” later in this chapter. 
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TABLE 20 


INTRAMURAL R & D CURRENT EXPENDITURES 
BY CANADIAN INDUSTRY 1965-1970* 


$ one in millions 


Expenditures by: 1965 1966 1967 1968 1969 1970 


Sh eG aPe re Se tse on ES ote Oem 


Canadian controlled... n.a. na. 113.8 39 120.3 39 142.2 42 154.0 45 
Foreign controlled...... n.a. na. 176.8 61 184.8 61 198.5 58 184.4 55 


236.8 266.4 290.6 100 305.1 100 340.7 100 338.4 100 


*SouRCE: DBS. 


Once foreign investors have located in Canada, they have fairly easy 
access to technology developed here, to governmental support for R & D 
activity and to skilled Canadian research personnel. These firms have the 
ability to exploit these features and to export the resulting capacities to the 
parent or affiliates. At the extreme, the export of skilled scientists brings no 
return to Canada, despite an investment in their development, unlike the 
export of technology under licence or of goods manufactured in Canada. In 
fact, foreign controlled firms do draw much more on governmental contracts 
and grants than Canadian controlled firms (although the latter are now 
absorbing the greater proportion of PAIT and IRpDIA funds). Despite this, 
there has been the decline already noted in R & D expenditures by foreign 
controlled firms. 


In addition to domestic expenditures on research and development, 
Canada spends money on imported technology. The importing is done both 
by subsidiaries and on an arm’s-length basis. A certain proportion of these 
imports are formally recorded as imported services and reported as such to 
Statistics Canada. For 1969, the statistics show that firms covered in its 
survey paid $63.5 million to persons outside of Canada for patents and 
technical know-how (the reported trade deficit in technology was $42.2 
million) .25 

The actual value of imported technology is undoubtedly much higher, 
however, in that Canadian subsidiaries doubtless obtain much foreign tech- 
nology from their affiliates abroad, without formally paying for it as tech- 
nology. Payments, for instance, might be categorized under management fees 
or reflected in the price at which goods between parent and subsidiary are 
exchanged. In some cases, no payment may be required. 


The point is that funds spent directly or indirectly on the purchase of 
foreign technology are also Canadian expenditures, or inputs, on the products 
of research and development and a further indication of the capacity and 
willingness of domestic industry to adopt technology and to modernize. An 


* Statistics Canada, Industrial Research and Development Expenditures in Canada. 
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important question, therefore, is whether Canadian expenditures on tech- 
nology, either undertaken in Canada or purchased from abroad, on the whole 
provide good value. 

The answer to this is more directly a problem for industrial development 
and science policies than for policies relating to foreign direct investment. 
Canada should be able to undertake more of its own R & D on an economic 
basis. The point that must be emphasized, however, is that importing tech- 
nology may also be very economic for Canada in certain circumstances, de- 
pending on the relative costs and benefits involved. The fact that Canadian 
expenditures on domestic R & D are not high is not, in itself, necessarily 
evidence of a failure of public policy. What is important is to seek out the 
best possible technology available at the lowest possible price. 

This is not to deny, however, that Canada may be justified in giving 
special assistance to the development of a new industry offering bright 
promise for the future, and to support that development with R & p expendi- 
tures that in the short run are more costly than the existing technology avail- 
able elsewhere, if there is a reasonable prospect that industry will become 
fully competitive in time or serve to advance other national objectives. 


TABLE 21 


PERCENTAGE OF GNP DEVOTED TO GROSS EXPENDITURES ON RESEARCH 

AND DEVELOPMENT (GERD), TO R & D EXPENDITURES ($US) AND TOR &D 

MANPOWER (QUALIFIED SCIENTISTS AND ENGINEERS, QSE) FOR TEN SELEC- 
TED OECD COUNTRIES* 


R & D Expenditures 
(millions of $US) QSE’sinR & D 
GERD /GNP 1967 1967 
% % 
Country 1963 1967 Amount Share Number Share 
USS. (1964, 1966)............ 3.0 2.9 22,285 67.0 537,278 58.6 
TREKS: (1964) hiiistnccee... 2.3 243 25533 7.6 50,350 S635 
PranicomMny 30228, Wort 1.6 2.3 2,507 WS 49 ,224 5.4 
Netherlands (1964).......... 1.9 Des 514 1S 15,700 7, 
Switzerland...................... — 1.9 304 0.9 10,954 1.2 
Germany (1964).............. lea. ey, 2,084 6.3 61,559 6.7 
VS 5 1.8t 1,684 Seles) S612 fee 
Sweden (1964)..000.0000000..... 1.3 1.4 336 1.0 7,395 0.8 
(eVER Sa ee et 1.4f 828 Pies 19,350 PAA 
| LOSS See na 1.0 0.9 176 0.5 7,945 0.9 
tele ee. ei. 33,251 100.0 917,357 100.0 


| 


*OECD, 1970, Document DAS/SPR/70.48. 
tJapan Science and Technology Agency, Summary White Paper of Science and Technology, 


| March 1969. 


{Based on revised tables of National Income. 
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THE COMPARATIVELY HEAVY CONCENTRATION OF CANADIAN RESEARCH 
EXPENDITURES OUTSIDE THE BUSINESS SECTOR 


While Canada spends less on domestic research and development as a 
percentage of GNP than most other western industrial countries except 
Belgium, relative expenditures by some of these countries are not much 
greater than Canada’s. Certainly, it cannot be claimed that in actual expendi- 
ture or in number of trained R & D personnel, Canada is in absolute terms 
making lesser inputs than smaller European countries like Sweden and Swit- 
zerland, or that the Canadian input is out of all proportion to that of the 
German, French or British efforts. This is shown in Table 21. 

Compared to other western countries, however, Canada’s scientific ex- 
penditures are heavily concentrated in basic and applied research, as opposed 
to product development activity. This is shown clearly in Table 22. 


TABLE 22 


PERCENTAGE OF DISTRIBUTION OF TOTAL NATIONAL R & D EXPENDITURES 
BY TYPE OF ACTIVITY AND COUNTRY, 1967* 


Applied Fundamental 


Country Development Research Research 
Switzerland =e Aa ee eee n.a. n.a. 14.5 
UIK:5 ese, ee so Se ee eee 64.6 24.4 11.0 
ES Serer es oe ers Be ee i Sa 64.3 21.6 14.1 
Netherlands..23.4..2 + i eee ee. 48.7 n.a. n.a. 
Pramce. ho 2e. ca Seats ook eee ee een a 47.8 n.a. n.a. 
Japan see sce ee nee 42.5 30.8 26.7 
@anada cy cee ae ee ee ER Ree 38.9 38.0 23.1 
| 3 (5) F410 1 EPR Rm DR, oie a thes Se S72 42.2 20.5 


*OECD, 1970, Document DAS/SPR/70.48. 
{Japan Science and Technology Agency, Summary White Paper of Science and Technology, 
March 1969. 


Between 1957 and 1967, the share of Canadian research and develop- 
ment expenditures performed by private industry moved in a very erratic 
pattern, though tending somewhat in a downward direction. There was 
also a sharp reduction in the proportion of expenditures undertaken in 
government laboratories, whereas there was a very sharp increase in the 
share done in the universities. 

A much smaller proportion of Canada’s research and development 
procedures is carried out in business enterprises than in any other western 
country. The figures for 1967 showed that only 37.7 per cent were carried 
out in business enterprises. In other countries, the figures range from 54.2 
per cent to 76.5 per cent. This is shown in Table 23. 
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TABLE 23 


DISTRIBUTION OF NATIONAL R & D EXPENDITURES 
BY SECTORS OF PERFORMANCE AND COUNTRY, 1967* 


Business Higher Private 
Enterprise Government Education Non-Profit 


SVU ra 20 eno ee 76.5 6.3 17.1 — 
CUCL ernest are fire 8 ates 69.9 1422 GIES 0.4 
isk. 5 ee eee ee Riles oes + 69.8 14.5 A 92 3.6 
CSCC ewes Fee ee ek Re 68.2 5.1 16.3 10.4 
BCI SUTRA te bens Ae, 66.8 10.4 21.4 13 
Et Se «eR ER I SO aD Lt ee 64.9 24.8 7.8 DES 
Maar ate 2 Mee iris hg 62.5 13.0 22.9 1.6 
Pereeiands Walt 2k) ea er et, 58.1 BY pea PANES) 
EVA hy NSN SoMa SAN aN. abe 54.2 S32 12.9 0.8 
CANAIAe wenn tee) LO Bea 35.6 = KS) = 


*OECD Document DAS/SPR/70.48, Table IV. Note that figures may not add to 100 per cent 
because of rounding. 


In view of Canada’s comparatively low domestic expenditures on 
research and development and the fact that Canada’s research and develop- 
ment has not been concentrated on commercial exploitation, it is relatively 
easy to account for Canada’s poor record in technological output. The low 
level of commercial activity, in turn, seems to reflect largely the high degree 
of foreign control of those industries which are research and development 
intensive and the preference of such firms to concentrate their product 
development expenditures at home. 

This does not necessarily mean that in the absence of foreign control 
in these industries, more R & D expenditures would take place, although 
recent trends over the past decade of a few Canadian controlled companies 
in advanced technological industries, such as Northern Electric, suggest 
that this is a possibility. Nor does it mean that greater domestic expenditure 
on R & D is necessarily desirable as a general rule. This could only be 
concluded if it were evident that it would be cheaper and more efficient for 
the economy to have more domestic expenditure on R & D and less on 
imported R & D. 


APPROPRIATENESS OF DOMESTIC POLICY FOR THE 
DISSEMINATION OF TECHNOLOGY 


As already stated, the maximum social gain from technology comes 
when its potential use is most fully exploited. With a high degree of foreign 
ownership of Canadian patents, and a large trade deficit in technology, the 
beneficial aspects of the Canadian patent system are few. It protects that 
small proportion of holders of Canadian patents who are actually Canadian 
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(and even this is a limited benefit). It also helps to provide a small incentive 
for Canadians and foreigners to commit funds for research and development 
(small because of the small size of the Canadian market). In total, this is 
not an impressive list of reasons to have a restrictive patent systems. 

The life of patent protection in Canada is seventeen years, which is 
often greater than the commercial life of a patented item. A very high 
proportion of Canadian patents are not worked in Canada. Canadian patent 
law makes little use of compulsory licensing. 

At the same time, Canadian patent law restricts imports of patented 
items and prevents domestic production unlicensed by the patent owner. 
Indeed, patents may be taken out for the sole purpose of precluding the 
development of domestic products in Canada. While there are some pro- 
visions against abuse, one conclusion reached by a recent Economic Council 
study of patents® was that for a country which is so heavily dependent on 
foreign technology, Canadian patent legislation is much too restrictive. It 
protects inefficiency and is generally costly to the economy. It goes too far 
in protecting owners of technology who are in any event largely foreign, and 
does not go far enough in ensuring rapid dissemination of patented know- 
ledge in Canada. 


As for unpatented technology, including technology in the public 
domain, government policy now does little to ensure its rapid dissemination. 
Some positive programme for seeking out alternative sources of such tech- 
nology might be a part of a Canadian industrial development strategy, a 
point that is elaborated on later in this chapter. 


FACTORS AFFECTING THE FORM AND PRICE OF 
TECHNOLOGY TRANSFERS 


The evidence cited above suggests that Canada’s low technological 
output reflects the economic environment and the comparatively low ex- 
penditure inputs which that environment generates. This does not mean that 
Canada is technologically deprived—that Canadians are obliged to live 
without the benefits of modern technology. On the contrary, it means simply 
that Canada tends to import a very high proportion of its technological 
requirements. The questions at issue are whether it would be more economic 
for Canada to produce more of its own technology, whether imported tech- 
nology is imported in an appropriate form and at a fair price, and whether 
it is being disseminated as fully and rapidly as is desirable. 


It was pointed out previously that the United States environment has 


proved particularly conducive to generating new technologies and products 
and that this is also becoming more true of the European Economic Com- 


fees Report on Intellectual and Industrial Property, Economic Council of Canada, January 
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munity and, to some extent, Japan. The foreign proprietor of a new techno- 
logy, if he is a good businessman, naturally seeks to maximize his return 
from it. In many cases, the investment he undertakes is based upon returns 
expected only from his home market. Any sales which he can make outside 
the home market provide him with a greater return than he originally con- 
templated because the goods can be produced at incremental cost. The 
incremental cost does not include any part of the original outlays required 
for research and development, which will have been recovered through the 
price charged for sales in the home market alone. 


But whether or not the foreigner’s initial investment in research and 
development was made on the expectation of selling in his home market 
alone, or was also based upon anticipated export markets, is not the central 
issue from the viewpoint of the importing country. For it, the issue is to get 
the imported technology for as low a price as possible. In considering such 
a price, however, two factors must be taken into account. One is that, if all 
countries insist on too low a price, the incentive for the foreigner to innovate 
may be reduced. The other is that, below a certain price, the foreigner may 
be unwilling to sell. Thus, while consideration may be given to ways of 
obtaining Canadian access to foreign technology at the most reasonable price 
possible, it must be recognized that there are always practical limits to what 
can be achieved. 


The method the foreign proprietor prefers to use in transferring his 
technology will, of course, be based on what will provide him the best pos- 
sible return on his investment. In practice, there are many factors which 
will create an incentive for the proprietor to transfer his technology by mak- 
ing a direct investment in the host country. For one thing, he will normally 
wish to maintain control over market development, especially where the 
expected life cycle of the technology is long and this creates a preference for 
direct investment. If the host country lacks sufficient human resources to 
exploit his technology, the proprietor may be reluctant to train them, not only 
because of the cost, but because of a concern that he may be creating local 
skills which can be subsequently used in competition with him. Furthermore, 
if there is a lack of local skills, a long period of close association between 
the owner of the technology and the firm which exploits it abroad may be 
necessary because the transmission of management systems, control systems, 
production standards and so on may be at stake, in addition to the technical 
information itself. Concern about local skills, incidentally, is probably not an 
important determinant when foreigners transfer technology to Canada. More 
generally, transfer via direct investment minimizes the risk of disclosing valu- 
able “know-how” to firms that are not affiliated. 


In addition, there are other factors which will also tend to create a bias 
in favour of direct investment. If the technology of the proprietor only con- 
Stitutes a part of the entire range of his products, he may not be prepared to 
license the technology for any single one so that he can retain a full line 
to compete with others in his industry (e.g., an electrical appliance manu- 
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facturer). The proprietor may also be reluctant to license firms in the host 
country lest any sub-standard development of his technology reflect on his 
reputation, not only in that country, but also elsewhere in the world. For 
United States firms, anti-trust legislation tends to create a preference for 
transfer by direct investment rather than licence, as this gives the proprietor 
greater freedom in restricting the market to which the host country may be 
permitted to sell. 

On the other hand, the proprietor may favour licensing where the gains 
which he can extract are maximized because the host market is small, the 
product-life short, his market position weak in the host economy or likely to 
be short-lived or the market power of a would-be licencee in the host 
economy substantial. The proprietor may lack the finances or management 
resources to enter the host economy by direct investment or to adapt to local 
conditions. Furthermore, direct investment may be blocked or very risky 
either economically or politically. The would-be licencee may have something 
to offer (e.g., cross-licensing), or the host environment might generate patent 
litigation or competitive products if the firms in the host country are not given 
access to the technology. 

From the viewpoint of the importing country, when such technology is 
imported through direct investment, it may pay not only for the technology, 
but for management and many other supporting services imported with it— 
things which may not be in short supply in Canada. By getting a package, 
the importing country may be getting and paying for more than it needs 
or wants. 

As Canada tends to import proportionately much more of its technology 
than virtually all other advanced industrialized countries, it has a relatively 
greater interest in ensuring that the method through which it obtains this 
technology and the price it pays for it are the best that can be obtained, an 
interest the foreign proprietor does not share. His concern is to maximize his 
return and this will not necessarily result in a transfer at a fair price or in 
an appropriate form for Canada. While the availability of foreign technology 
has, in general, clearly been essential for the Canadian economy, the method 
of transfer has typically been dictated largely by the objectives and interests 
of the foreign proprietor. Nothing in the Canadian environment militates 
against this procedure. 


SOME COSTS\OF IMPORTED TECHNOLOGY AND THE 
IMPORTANCE OF DOMESTIC TECHNOLOGICAL CAPACITY 


Canada pays a price for the technology which it imports, whether it is 
through direct investment or on licence. Firstly, it pays a financial price. As 
indicated above, the Statistics Canada figure of $63 million paid for foreign 
patents, licences and technical “know-how” is probably a substantial under- 
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statement of payments.’7 The point, however, is that some form of payment 
is normally involved when technology is imported. The question is whether 
the price is generally a fair one. 

Beyond financial costs, there are additional effects of Canada’s de- 
pendency on imported technology. One is that the Canadian industrial 
environment is not especially likely to generate distinctive technical com- 
petence for export markets. The absence of indigenous technological capacity 
may tend to lead to an industrial structure- which reflects the priorities of 
those outside of Canada. Canadian firms will produce those lines assigned 
to them by parent firms based upon the latters’ technological achievement. 
This outcome is in part attributable to natural economic factors and to 
domestic economic policies, which make it logical in terms of cost considera- 
tions. In some cases, they reflect also restrictions imposed by foreign 
proprietors on the use of imported technology by Canadian licencees and 
affiliates. 

If Canada’s technologically based industries continue to be largely 
controlled from abroad, there is the danger that more and more of Canada’s 
future export possibilities will be precluded from developing by decisions 
taken elsewhere, unless public policy is able in some way to influence private 
decision-making. Consequently, to the extent that Canada will continue 
to rely upon foreign technology, it is important to try to obtain it in those 
forms which will maximize industrial benefits for Canada. In some cases, 
this may mean importation under licence. If it is through direct investment, 
it may be preferable on a basis which will give the Canadian subsidiary 
freedom to integrate from the research stage through to development and 
production for Canadian and world markets. In this connection, it was 
pointed out above that R&D expenditures tend to be undertaken by sub- 
sidiaries most often when the subsidiaries have an entirely separate product 
line.*° The kind of rationalization which is best in a particular industry, 
however, will obviously have to take into account the numerous other factors 
influencing industrial development. 

A second cost of Canada’s dependence on imported technology is 
that it may be less well adapted to the Canadian domestic market needs or 
production conditions. Canada becomes the captive of foreign technology 
and the tastes or consequences which that embodies. Furthermore, this 
potentially rigid pattern may well be maintained beyond the technological 
feature which gave rise to the initial direct investment. Thus, once a group 
of foreign controlled firms are established in Canada, they tend to perpetuate 
their position. This means that the technology likely to be made available 
in Canada is determined by the existing parent-subsidiary relationships and 
that Canada is less likely to “shop around” for alternative technology which 
might be more suited to Canadian needs at some future point in time. 

Thirdly, there is a cultural impact on the domestic environment result- 
ing from the import of foreign technology that is the product of values and 


87 See earlier remarks on “technological output’. 
%8 Ibid. 
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problems as perceived by the originating country. While these may accord 
with Canadian values or its social system, they also help shape the domestic 
Canadian environment. 

Fourthly, because of the heavy dependence on imported technology, 
employment opportunities in research and related managerial and marketing 
activities are reduced. 

All these costs, to a greater or lesser extent, are borne by Canada. 
Moreover, the great success of the United States in penetrating world 
markets through its technologically intensive industries and the growing 
importance of these industries in the international economy suggests that 
Canada should encourage the furthet expansion of domestic research and 
development capacities which are not under foreign control. This would 
help to reduce the truncation of Canadian business decision-making and 
business operations and would help to free Canadian firms from foreign 
business decisions excluding them from foreign markets. As Canada can- 
not afford such R & D expenditures in all lines of production, it must be 
the task of industrial development strategy to help identify those sections in 
which Canada’s efforts should be concentrated. 


Indigenous technological capacity is also important for other reasons. 
Firstly, if some form of review agency were adopted, its success in negotiat- 
ing with foreign investors would, at least in part, reflect its bargaining 
strength, which in turn would depend upon the alternatives which are 
available to Canada. In the absence of any significant domestic technological 
capacity, the bargaining hand of the review agency is bound to be weaker 
than if such capacity were already available. Secondly, no matter what 
domestic strength is developed, Canada will have to continue to rely upon 
a large amount of imported technology. If Canada is to buy wisely and 
cheaply, it must have personnel with substantial technical knowledge and 
experience. 


CONCLUSIONS 


Canada is very heavily dependent on foreign technology, much of 
which enters in the form of direct investment. 

Some reasons have been adduced for suggesting that it is in the Cana- 
dian interest to reduce the degree of Canada’s dependence on external 
sources. However, even if Canada increases its commercial technological 
output very substantially, it will still remain very heavily dependent on 
external technology. For the great range of Canadian needs, technology will 


have to enter either in the form of finished products, direct investment or 
on licence. 


A number of important conclusions emerge from these facts. Firstly, as 
a country likely to remain an important importer of technology, it is sensible 
to take special care in developing a strong capability in buying technology. 
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In the case of proprietary technology, it has been pointed out that the 
interests of the proprietor need not coincide with Canada’s. Other countries 
have demonstrated that it is feasible for a government to intervene in the 
process of technological transfer to Satisfy national objectives. This would 
involve a process of negotiation, both on the terms in respect of which 
direct investment enters Canada and on the terms of arm’s length licence 
agreements. 

Secondly, several cogent reasons exist for further strengthening indi- 
genous technological capacity: to reduce the proportion of output which is 
in truncated forms; to strengthen Canada’s bargaining capacity in respect of 
imported technology; to help create the technological and entrepreneurial 
environment needed in Canada; and to help create the capacity to buy 
foreign technology. In this regard, government support for research and 
development should continue to be based upon “benefit to Canada” pro- 
visions. The danger of Canadian developments being exploited commercially 
elsewhere or being wasted (by decisions of parent firms to cut back on 
Canadian R & D programmes partly funded by government money) reflects 
the truncation of many Canadian subsidiaries. 

Finally, domestic policies ought to reflect Canada’s present position as 
a heavy net importer of technology. Current levels of patent protection run 
counter to the objective of ensuring rapid dissemination of technical informa- 
tion through the economy. 

Certain aspects of these general conclusions are elaborated on further 
below. The points not further treated here relate to the methods through 
which domestic technological Output ought to be improved and the sectors 
in which it should be concentrated. These are the tasks of other government 
policies, particularly industrial development policy and science policy. 


THE REVIEW PROCESS 


The above analysis points to a further role that could usefully be 
performed by a review authority. 

In negotiating with would-be foreign investors, in particular multina- 
tional enterprises, one role for a review agency could, where appropriate, 
be to bargain for the location of research, development and innovative 
activities in Canada. This is not to say that the review authority would 
always achieve everything that might be wished. But to the extent it was 
successful, it would bring benefits to Canada that otherwise would not be 
available in many cases. 

Secondly, consideration might be given to authorizing a review agency 
to bargain for the importation of foreign technology through arm’s length 
licensing agreements or joint ventures, rather than direct investment, when 
this seemed to be the cheapest or most efficient way for Canada to obtain 
foreign technology. 
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Thirdly, for both the parent-subsidiary and arm’s length relationships, 
the review authority might be given the power to look at the terms of royalty 
agreements, management fees, R & D charges, etc. to determine whether or 
not they were fair and reasonable. 


Fourthly, to the extent that a foreigner may wish or be requested to 
find a Canadian licencee, he has the power to play one Canadian off against 
the other and against the alternative, which is to make a direct investment. 
If the potential Canadian licencee represents access to only 10 per cent of 
the Canadian market, his bargaining power with the foreign proprietor of 
technology is not as great as if he can command 100 per cent of that market. 
At the extreme, the logic of this could suggest that the Canadian government 
should purchase the technology at the best terms it can achieve and then, 
in turn, either sell or make the technology freely available to Canadian 
industry. Short of such an approach, the review authority could call on the 
technical expertise of its own staff or resources available elsewhere in gov- 
ernment to assist a would-be Canadian buyer in searching out alternative 
sources of particular kinds of technology, to assess the value of the techno- 
logy and to suggest to the would-be buyer and seller what terms would be 
considered to be reasonable; that is, the review authority could act as a 
counterweight to the bargaining position of the proprietor of the technology. 


Finally, and more generally, the review authority could explore the 
alternative approaches to obtaining foreign technology, for example, through 
management contracts and other kinds of arrangements with the foreign 
proprietor. 


The question arises whether Canada should buy into the future “high 
growth, high technology” industries by directing the funds it is prepared 
to allocate to technological development exclusively to Canadian controlled 
firms. The government could also create a special fund earmarked for Cana- 
dian firms only. The evidence suggests, however, that government foreign 
ownership policy ought to be based primarily, although not exclusively, on the 
behaviour of firms, rather than country of control, per se. Therefore, in 
establishing the criteria for the allocation of research and development funds, 
care must be taken to avoid nationalism for its own sake, rather than for the 
sake of achieving the government’s economic or other objectives. 


This does not mean that the government should be indifferent to the 
origin of control of firms to which it gives grants for research and develop- 
ment, or firms to which it allocates large funds as part of “major programmes” 
along the lines of those described by the Science Council. In those cases 
where funds for research and development are confined to Canadian con- 
trolled firms, it ought to be on the basis that they are likely to yield the 
greatest benefit in return or to best serve other national objectives. Where 
support is provided to firms that are foreign controlled, the benefit to Canada 
should likewise be the prime consideration. 
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At present, part of the philosophy underlying parr and irvA 
programmes is that public funds expended must result in commercial ex- 
ploitation of any developments in Canada. However, PAIT and IRDIA 
funds are not the primary way in which the government contributes to 
R&D activity in Canada. Apart from the tax concessions, government 
contracts for major new products or systems (e.g., Telesat) and grants under 
the Defence Industry Productivity (DIP) programme are clearly more 
important. : 

While one would want to proceed on a case-by-case basis in awarding 
contracts for major government spending programmes, the bias in the 
system ought to favour those firms that are most likely to follow through 
with full commercial exploitation in Canada. This normally means Cana- 
dian controlled firms, or foreign controlled firms, which are rationalized in 
such a way that they are able to exploit product developments both for 
Canadian and for foreign markets. Even in the case of the Canadian sub- 
sidiary which has autonomous operations for a certain range and can produce 
for world markets, there is the risk that part of the “know-how” will leak 
out of Canada, if only through movement of personnel between various 
affiliates of the various multinational enterprises. Thus, it is believed that 
in major government expenditure programmes the concern about truncation, 
and to a lesser extent about “leakages” from relatively untruncated firms, 
fully justifies a degree of bias in favour of Canadian controlled enterprises. 
Nevertheless, a case-by-case approach is still preferable, as other factors 
will always have to be taken into account, including most importantly the 
degree of competence of the Canadian and foreign controlled firms bidding 
for the contract. 


DOMESTIC POLICIES 


Appropriate changes in the Canadian patent policy should be con- 
sidered to ensure that a more rapid rate of dissemination of the knowledge 
purchased through imported technology is made available to as many 
Canadians as would wish to use it. This could be achieved both through 
shortening substantially the period of protection afforded the owners of 
technology and through arrangements for compulsory licensing by the Cana- 
dian licencee. 

Indeed, the government might wish to consider going further by actively 
promoting the distribution of information on technology to the Canadian 
industrial community with a view to making Canadian business more con- 
scious of recent scientific and technical developments and alternative sources 
of obtaining these developments. The review agency, or another body of 
government, might gather systematically the most up-to-date information 
on foreign and Canadian technology, whether it is proprietary or in the public 
domain. Such a service for domestic industry could provide important bene- 
fits to the economy, whether or not a review agency is established. 
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Chapter Nine 


THE IMPACT OF DIRECT INVESTMENT 
ON CANADIAN MANAGEMENT 


INTRODUCTION 


The analysis presented thus far has suggested that foreign direct invest- 
ment enters Canada for two major reasons. Part of the explanation relates to 
external factors, which reflect foreign priorities and capacities; the other is 
that similar Canadian skills and capabilities have not been developed, are in 
short supply or are not well-mobilized. In each case, the explanation may 
reflect economically rational international specialization or arbitrary distor- 
tions of the economic process. 

With respect to the weaknesses in Canadian Capacities, the discussion 
above dealt with gaps in the capital markets and the low level of Canadian 
technological output. The discussion on capital markets suggested that Can- 
ada should be able to look to the leaders of the financial institutions for more 
entrepreneurship, not just in the running of those institutions, but in respect 
of the entire economy. On the other hand, it must be recognized that much of 
the entrepreneurial drive has to come from the manufacturing, service, and 
resource sectors of the economy. The fact that such a high proportion of the 
economy is controlled from abroad indicates that a large amount of the 
entrepreneurship for the economy is provided by foreigners. Thus, this raises 
the question of whether there is a “management” or “entrepreneurial” gap in 
Canada which helps draw in this investment. Is the high level of direct in- 
vestment partly a result of this gap? This is the first of the two issues ex- 
amined below. 

The second issue is related to the first. It is concerned with the impact 
which extensive direct foreign investment has upon the quality of business 
decision-making in Canada and on the development of a strong Canadian 
management and entrepreneurial capability (and, by implication, the conse- 
quences of doing without such a capability). 

In considering the relationship between foreign direct investment and 
Canadian management and entrepreneurship, it is important to bear in mind 
that both are heavily influenced by the environment within which they 
operate. The economic conditions and industrial environment in the country, 
the cultural milieu, and a variety of public policies all bear heavily on the 
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supply and effectiveness of Canadian management and entrepreneurship, on 
the volume and nature of foreign direct investment in Canada, and on the 
kind of impact which foreign management has on Canadian business manage- 
ment development. 


THE ROLE OF MANAGEMENT 


The management of a firm is concerned with several kinds of functions. 
Its primary responsibility is to establish goals, based on which it determines 
its strategy. Then, within this framework, it mobilizes and allocates resources, 
and employs them to meet its objectives. Thus, the role of management is 
crucial to the performance of the entire economy. 

In establishing goals and strategies, management is in effect carrying out 
its entrepreneurial functions. These may be decided only once in several 
years, or they may be subject to continuing review. In either case, they re- 
quire more than the knowledge of the specialist. They are a manifestation of 
the drive and overall capacity of the most senior levels of management and an 
indication of their capacity to plan for and succeed in developing their enter- 
prise. The way in which management performs collectively has, in turn, an 
important impact on the economy as a whole. 

In mobilizing and allocating resources, and in seeking to ensure their 
efficient use, management carries out the many special functions related to 
the achievement of its goals, such as finance, product planning, technological 
development, production and marketing. 

If, in fact, there is a serious shortage of managers in Canada, or in their 
quality, this could partly explain a certain amount of the direct foreign in- 
vestment in Canada. For instance, a shortage of entrepreneurship or of par- 
ticular skills, or an inferior quality, may result in Canadians failing to per- 
ceive or capitalize on business ventures which superior foreign skills are able 
to exploit. On the other hand, a high level of foreign investment due to other 
external and internal factors (including the domestic economic environment) 
could itself help create a gap, which would then draw in additional invest- 
ment. 

As a practical matter, in assessing the reasons for the current high level 
of direct foreign investment, it is difficult to establish whether there is a 
managerial gap which is separate from the gaps in technology or in capital 
markets. That is, it would be very difficult to prove definitely that a man- 
agerial gap exists and is a major reason for the level of direct foreign invest- 
ment in Canada. Partly, this is because the absence of entrepreneurship in 
Canada may only be identifiable through the absence of the results of entre- 
preneurship, such as product innovation and technological advance. 

Nevertheless, there are certain indications that a gap may exist. In com- 
parison to the United States (which is the most relevant comparison as it is 
United States controlled firms that are most numerous among the foreign con- 
trolled firms in Canada), the formal educational attainment of the Canadian 
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Owner-management group appears to be much lower on the average. More- 
over, the gap was wider in this group than almost any of the categories of the 
labour force. According to the Economic Council, Canada is especially far 
behind the United States in the proportion of resources devoted to the field of 
university business education and university business research. 

In proportion to population size, United States universities have four 
times as many graduates with first degrees in business and commerce, seven 
times as many graduates with masters degrees in business, and at the doctoral 
level the discrepancy is very much greater. Other evidence shows that at 
the beginning of the 1960’s a very much higher proportion of United States 
managers than of Canadian managers had some university education. 

While unfortunately the evidence is very thin, there are some indica- 
tions that there may have been an absolute shortage in management person- 
nel in the past. However, this is very difficult to verify, partly because of 
the difficulties in defining a “manager” and in defining the appropriate work- 
load that an individual manager can handle. Leaving aside this question, 
it remains abundantly clear that Canadian management as a whole has a 
lesser amount of formal education than United States managers and that this 
in itself is a manifestation of a gap in the quality of management. And while 
the relationship between levels of education and quality of senior business 
leaders can perhaps be argued (it is possible that the entrepreneurial qualities 
of a chief executive officer are not at all related to his formal education), 
it seems beyond question that the quality of second, third and fourth level 
management, which is responsible for supervising and executing a variety 
of specialized functions, is very closely related to educational achievement. 

Canadian management may also be less experienced than United States 
management in undertaking the kind of planning and marketing systems 
that are required in the large multi-plant operations, which are becoming 
progressively more important as a result of the increasing concentration 
of business. Because of the very large size and diversity of the United States 
market, United States management had to develop the necessary control 
systems and administrative techniques for multi-plant operations in the 
United States earlier in this century, when the national corporation came 
to dominate United States corporate life. Thus, the United States had a 
head start on other countries in planning multi-plant operations and in 
developing their techniques for diversified markets. This proved helpful 
when opportunities for expanding manufacturing operations to other countries 
began to arise. In this respect, United States management has had an im- 
portant advantage over Canadian management and the management of other 
countries. Indeed, many non-United States controlled international firms 
rely heavily on United States management and marketing techniques. 

It should also be noted that the United States economic system seems 
to have permitted greater freedom and mobility for the individual entrepreneur 
than the Canadian system. It was not very long ago that large portions of 
Canada’s population were effectively frozen out of top jobs in Canadian 
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business. Persons who were not of Anglo-Saxon extraction appear to have 
had more difficulty in penetrating the senior levels of many corporations. 
They often found it difficult also to obtain the support and assistance for 
their own smaller businesses from the large corporations, further stultifying 
their growth capabilities. While the price paid by Canada for blunting such 
entrepreneurial and management talent as may have existed in these groups 
is not calculable, one cannot help but suspect that it was indeed considerable. 

Thus, in comparison to the United States, there has been something of 
a management and entrepreneurial gap in Canada. Canadian management 
has been less educated and more concerned with social standing than ability. 
United States management seems also to have been much more advanced 
in marketing techniques and in the development of control systems. 


THE IMPACT OF DIRECT FOREIGN INVESTMENT 
ON CANADIAN MANAGEMENT DECISIONS 


In general, there are two routes through which foreign firms influence 
decisions of subsidiaries. One is through centralizing certain decisions in 
the parent firm and through the establishment of control systems which limit 
the discretion of the subsidiary (even on issues where it has ostensible 
autonomy). The other is through the control of appointments to the board 
of directors and senior executive positions. 


DECISION-MAKING AUTHORITY OF THE PARENT 


Most parent companies either make directly or control closely the 
major strategic decisions of their subsidiaries. While there may be significant 
exceptions, and a wide range of experiences from one firm to the other, 
Canadian subsidiaries seem generally to have little or no authority to make 
important financing decisions—such as to take independently the decision 
to undertake major capital investment—to plan with respect to new product 
lines or to otherwise control innovative activity and the research and develop- 
ment activity related to it. Even with respect to less sweeping questions, such 
as production planning, labour relations or marketing in Canada, for which 
there may be a greater degree of autonomy in the subsidiary, a Canadian 
firm is likely to be working within a framework established by the parent 
and indirectly subject to its control. 


These realities reflect the logic of direct foreign investment and the way 
it is organized. As indicated previously, a firm extends its activities abroad 
as a part of an overall goal and strategy. It may be doing this to obtain new 
markets or to protect old ones. It may wish to acquire a safe supply of 
natural resources or to preclude a competitor from getting them. Whatever 
the motive, the multinational firm is a total business system and inherent in 
it is some degree of truncation of foreign affiliates. The relationship is not 
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normally a static one, under which the parent firm dictates unilaterally the 
scope of operations of each subsidiary. The management of the subsidiary 
obviously seeks to influence senior management at headquarters. There is a 
two-way flow of ideas, arguments and people. But ultimately, the sub-unit— 
the subsidiary—must accommodate the international strategy of the parent. 
Almost by definition, this means that it cannot continuously maximize its 
objectives. 

This, of course, implies that the Canadian environment will likely have 
smaller impact on business decision-making of subsidiaries than it will for 
the Canadian controlled firm. Federal and provincial government ministers 
and officials are unable to have the close and continuing contacts with the 
top management of the parent of a foreign controlled subsidiary than they 
have with senior officers of Canadian controlled firms. It is, therefore, much 
more difficult to convince the foreign controlled firms to recognize Canadian 
objectives and needs when they set their priorities. These firms necessarily 
are involved in the formulation of a global strategy. Moreover, with the 
continuing revolution in the means of communication, the likelihood is that 
the headquarters of the international firm will come to exercise a pro- 
gressively greater degree of control over the decision-making of the subsidiary 
firm. 

Some significant benefits, in the form of management skills, can be 
obtained from foreign direct investment. It is probable that the foreign firm 
has at its disposal, in many cases, a higher qualitative level of managerial 
skills than its subsidiary and, therefore, that the professional capacity which 
is brought to bear at headquarters in making a decision concerning the busi- 
ness of the Canadian subsidiary may, in fact, be superior to that which could 
otherwise be mobilized in Canada. The foreign firm may also make available 
to the Canadian subsidiary the most up-to-date Management systems and, in 
So doing, increase the capability of the subsidiary in making those decisions 
in which it has some autonomy. This would not only improve the efficiency 
with which the subsidiary is run, but also aid in the development and train- 
ing of the Canadian managers of the subsidiary as they gain experience with 
these systems. As management is relatively mobile, skills which Canadians 
learn while working for subsidiaries can be transmitted through the economy 
as individuals move from one firm to another. The establishment of sub- 
sidiaries in Canada probably also offers Canadians more management oppor- 
tunities, both at home and abroad, particularly at middle management levels, 
than would otherwise be available to them. More generally, it is possible that 
in some instances—even as a long-term proposition—there may be cost and 
efficiency reasons for reserving for the foreign parent outside of Canada cer- 
tain decisions about the operations of its Canadian subsidiary. 

At the same time, it is not entirely clear that there is anything inherent 
in the Canadian economic environment which precludes Canada from de- 
veloping an entrepreneurial and managerial capability in some industries as 
qualified as those to be found elsewhere in the world. But with the opportuni- 
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ties for entrepreneurship limited by extensive foreign control, the environ- 
ment becomes less likely to generate the kinds of persons able to be entre- 
preneurs. The educational system adapts to the kind of business talent needed 
in Canada—persons able to carry out important second and third level jobs 
in finance, production, and marketing. Those who are able to set the goals, 
determine the strategy and provide the overall direction are not likely to find 
a sufficient number of interesting possibilities in Canada. Of those who do 
demonstrate these capabilities, a significant proportion will be drawn to the 
United States, where there is more scope for the exercise of their talent. 
They will recognize that the United States is where the major decisions are 
made, even with respect to the Canadian business environment. 


Without an environment which allows for the emergence and develop- 
ment of Canadian entrepreneurial capacities, a vicious circle is created in 
which the absence of entrepreneurship tends to perpetuate itself. At the 
extreme, the capability to finance, produce and market—but not to innovate— 
manifests itself in the miniature branch plant replica of the parent, producing 
the same products at higher costs for a protected Canadian market. Managing 
a subsidiary of this sort is doubtless demanding from the viewpoint of ensuring 
efficient use of resources. However, it does little to stimulate the entre- 
preneurial environment or to develop the entrepreneurial capacities of Cana- 
dian management. This kind of stultification is likely to exist even where 
there is international rationalization of production between parent and sub- 
sidiary if the critical managerial functions remain centralized in the head 
office of the parent firm. In brief, the direct investment package embodies 
entrepreneurial capacities when it enters Canada and reduces scope for Cana- 
dian entrepreneurial initiative. 


It is natural that an economy with the characteristics of the United States 
economy should be more conducive to entrepreneurship than Canada’s. With 
its larger market, higher incomes, higher labour costs, more competitive en- 
vironment, better technological capacity and other factors discussed previous- 
ly, it provides great incentives to innovation. That there is some gap between 
the United States and Canada is not surprising. The danger is that the current 
United States advantage may be so great as to further damage all Canadian 
capacities for innovation. 


DECISION-MAKING IN CANADIAN SUBSIDIARIES 


In addition to reserving for itself the power to make certain decisions, 
and of creating control systems which help to set the limits within which 
other decisions are taken, the parent companies also influence Canadian 
management decisions by appointing its nationals to sit as directors on the 
boards of Canadian subsidiaries or to serve as senior executive officers of 
Canadian firms. The latest data available are based on a sample of 217 firms 
with assets exceeding $25 million covered in the 1962 CALURA report. 
They show that the proportion of Canadian residents and of Canadian citizens 
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who are directors or presidents of Canadian firms increases as the proportion 
of Canadian ownership in a firm increases. 


Table 24 below indicates that only 53 per cent of the directorships of 
Canadian firms which were 50 per cent or more non-resident owned were 
held by Canadian residents and only 44 per cent of the total by Canadian 
citizens. 

TABLE 24 j 


RESIDENCE AND CITIZENSHIP OF DIRECTORS IN FIRMS WITH 
ASSETS ABOVE $25 MILLION BY DEGREE OF NON-RESIDENT OWNERSHIP 


Percentage Percentage 
of Corpora- of Directors 
tions’ Resident 
Directors Directors in Canada 
Degree of Directors Who are Who are Who are 
Non-Resident Total Resident Resident Canadian Canadian 
Ownership Directors in Canada _ in Canada Citizens Citizens 
Number % Number % 
95 per cent and over.................. 841 391 46.5 317 81.1 
75 to 94.9 per cent........0000000..... 232 145 62.5 123 84.8 
30]t017 4.9 percent se ee 259 165 63.4 152 92m 
253t0/49)59 per centi.. 25.0 bn 236 192 81.4 186 96.9 
5 to 24.9 per cent... 439 399 90.0 392 98.2 
Wnder Sipericent. +. =... 155 150 96.8 148 98.7 
ee eee ee ee 
Wotalstzteers kA ee 2,162 1,442 66.7 1,304 90.4 


Table 25 below shows similar results in respect of company presidents. 
Of firms which were 50 per cent or more non-resident owned, 75 per cent 
had presidents who were residents in Canada and 45 per cent presidents 
who were citizens of Canada. 


TABLE 25 


RESIDENCE AND CITIZENSHIP OF PRESIDENTS AND OFFICERS IN FIRMS WITH 
ASSETS ABOVE $25 MILLION BY DEGREE OF NON-RESIDENT OWNERSHIP 


ee 


President Other officers 
Corporation 
Presidents Officers 
Corpora- Resident Resident 
tions with inCanada Corporation in Canada 
Degree of a President with Officers with 
Non-Resident Corpora- Resident Canadian Resident Canadian 
Ownership tions inCanada Citizenship in Canada Citizenship 
95 per cent and over.................. 94 66 39 519 418 
75 to 94.9 per cent... 21 19 10 177 144 
50 to 74.9 per cent... 23 18 13 169 144 
25 to 49.9 per cent......... ccc. 22 21 20 162 159 
3 to 24.9 per cent...........cc.... 39 38 35 345 334 
SNGers per Cente et ee 18 18 17 119 101 
a ee ee nes Rae ee 
SLO CAIS seen rE rhc, ahs ts DAN 180 134 1,491 1,300 


The above data unfortunately do not distinguish between directors who 
are employed officers of a firm (internal directors) and those who are not 
(external directors). With respect only to external directors, it is apparent 
that some are actively engaged in the affairs of the firm, whereas others are 
mere figureheads. 

While recognizing that not all Canadians are in a position to be solicitous 
of Canadian interests, it nevertheless seems preferable to have Canadian 
representation on the boards of foreign controlled firms—everything else being 
equal. Tables 24 and 25 indicate that there is some correlation between the 
degree of Canadian shareholdings of a foreign controlled firm and the degree 
of Canadian representation both on the board and among senior corporate 
officers. This suggests that one way of encouraging greater Canadian represen- 
tation generally would be to require that Canadians hold at least a minority 
of shares in all Canadian firms. 

Providing for mandatory Canadian shareholdings, however, raises a num- 
ber of other major issues, which are examined more fully later in the study. 
But there is nothing to prevent consideration being given to the adoption of 
legislation providing for the appointment of a minimum proportion of Cana- 
dian directors on the boards of Canadian companies, without at the same time 
requiring mandatory Canadian shareholdings (a question that is also discussed 
more fully later). 


CONCLUSIONS 


While it is not clear that there has been a shortage in the number of 
Canadian managers available, information on the educational achievement 
and other related factors about Canadian management suggests that, in com- 
parison to the United States, there has been a management gap. 

One effect of a very high degree of foreign direct investment in Canada 
is that strategic decisions affecting a very large proportion of Canadian 
business activity are taken either by senior business executives resident outside 
of Canada, or within a central framework established by those resident out- 
side of Canada. This is required by the logic of the multinational firm. This 
can have certain advantages. It may, in some instances, enable a comparatively 
higher level of technical proficiency to be brought to bear upon particular 
decisions than is available in Canada. It can upgrade the skills of Canadian 
management. Moreover, it can help provide the entrepreneurial thrust which 
is often lacking in Canada. 

The dilemma is that the economic and non-economic costs can be 
greater than the benefits. One of the economic costs is that direct investment is 
likely to result in narrowing of the scope of Canadian corporate decision- 
making, which may lead to sub-optimal decisions for the subsidiary (though 
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not for the global enterprise). The impact of these limitations on decision- 
making capacity is likely to be felt throughout the Canadian environment. It 
also is likely to help perpetuate the management gap which now seems to exist 
and to ensure the continued weakness in the entrepreneurial environment in 
Canada. As for the non-economic costs, these are reflected in the political 
and cultural consequences of decisions being taken by non-Canadians and by 
the fact that foreign controlled firms are less likely to be responsive to Cana- 
dian priorities. 

These considerations in turn lead to two additional conclusions and 
Suggest a further reason for giving consideration to the establishment of a 
review authority. Firstly, every reasonable effort should be made to minimize 
the degree of truncation of foreign controlled firms already operating in 
Canada, so as to broaden the scope for decisions by Canadian management. 
This means that efforts should be made to minimize the constraints imposed 
upon Canadian subsidiaries, recognizing that there are obvious limitations to 
what can be achieved because of the logic of the way in which multinational 
firms operate. Secondly, this provides a further argument for careful cost- 
benefit analysis of all would-be foreign investment in Canada and further 
reason to question the desirability of investments which bring few benefits. 
The terms on which foreign investment enters Canada should minimize dam- 


_ age to Canada’s indigenous entrepreneurial capabilities. 


It is further concluded that, in some circumstances, there may well be 
grounds for helping to ensure that Canadian entrepreneurial and managerial 
talent is able to have the Opportunity to engage in entrepreneurial activity. 


| That is, it may prove desirable to provide special support for Canadian 


controlled firms, in some cases. Such an approach could not be applied in all 
industries without serious economic cost. Nor is it desirable, even in those 


_ industries where it is applied, to maintain such a position on a continuing 
_ basis. The door should always be left open to foreign direct investment in 


such industries if it has special benefits to offer. Therefore, even where pro- 


tection is afforded to a particular industry, it should not be permanent, and 
the management enjoying it should be made to feel that it is not permanent. 


With these qualifications, support of this kind could prove attractive, on a 


Selective basis, as a means of encouraging Canadian entrepreneurship and 
Management where an industrial Strategy suggested the need to concentrate 


on the development of certain industries, where such industries needed to be 


controlled and rooted in Canada, and where there was reason to believe such 


industries could become internationally competitive. 

There is one final point to be noted. As it is sometimes possible to 
purchase management from abroad—for example, through consulting ser- 
vices and management firms—a Shortage of technical skills need not 
necessarily result in direct investment as a means of obtaining those skills. 
The use of management on contract in certain Canadian mines is one illustra- 


tion of this phenomenon. A review process could help identify situations in 


which these kinds of alternatives were preferable to direct investment. 
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The proposals for improving the operations of Canada’s capital markets 
and Canada’s technological capacity could contribute to an expansion of the 
opportunities for Canadian entrepreneurship and Canadian management. 
Such developments should be mutually reinforcing, with stronger Canadian 
management contributing to an improvement in Canada’s technological 
capabilities and in its capital markets. 
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Chapter Ten 


THE EFFECTS OF FOREIGN CONTROL ON THE EXPORT 
PERFORMANCE OF SUBSIDIARIES IN CANADA 


INTRODUCTION 


This chapter discusses the effects of foreign control on the export 
performance of subsidiaries in Canada. Since comprehensive export data 
sub-divided between Canadian and foreign controlled companies are un- 
available, a systematic comparison company by company or sector by sector 
is impossible. The available statistical evidence considered includes: 


(i) the performance of the foreign controlled companies reporting 
under the Department of Industry, Trade and Commerce survey 
(the “reporting subsidiaries”), including a comparison of the 
export “pattern of this group of companies with total Canadian 
exports; 


(ii) the relationship between the degree of foreign ownership and 
export performance; and 


(iii) a sample study of the export performance of “matching pairs” 
of Canadian and foreign controlled companies. 


Aggregate Statistical data seem to indicate that there is little difference 
in the general export pattern or performance of Canadian and foreign 
controlled firms. This is confirmed by an examination of “matched pairs” 


of Canadian and foreign controlled companies.\These data suggest, therefore, 


that ownership is not) an important determinant’ of export performance and 


that the general economic environment, formed by both Canadian economic 


policies and the tariff and other trade restricting policies of foreign govern- 
| ments, is the most important factor in understanding the export performance 
of foreign (and Canadian) controlled firms. However, the general economic 
environment is itself affected by the degree of foreign control. In those 
industries where foreign control is very high, and where Canada relies on 
importing technology and other inputs, domestic innovation—which often 
lies at the heart of good export performance by many manufacturing sectors 


‘im countries where labour costs are high—is stunted. Foreign control tends 
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to perpetuate the existence of an inappropriate industrial structure based 
on short runs of a wide variety of products and in many cases the use of 
technology designed basically for a larger market. Both these factors tend 
to raise costs and reduce competitiveness. There may also be a tendency for 
the foreign MNE to seek the perpetuation, at least in the short run, of 
foreign tariffs to protect the existing pattern of investment. Thus, the 
general economic environment cannot be regarded as a complete and 
independent explanation of the export performance of foreign controlled 
firms, since it is itself affected by the high degree of foreign control in the 
economy. 

Although the export performance of Canada’s manufacturing sector 
has improved significantly in recent years, it remains poor by comparison 
with a number of other industrialized countries. Various reasons are 
examined in this chapter in an effort to explain why this has been the case, 
including the existence of export restrictions on foreign controlled firms, 
Canada’s comparative advantage in resources, and the basic determinants 
of trade and investment flows outlined in Chapter Three. 

The evidence that the export performance of Canadian and foreign con- 
trolled firms does not differ appreciably raises the question as to why the 
foreign controlled firms are not doing better. One might expect that the 
foreign controlled firm, with the superior “distinctiveness” which allows 
it to penetrate the Canadian market, and with inter-related operations in 
various countries, would demonstrate a superior export performance. This 
leads to a discussion of restrictions on exports of manufactures from 
foreign controlled firms. It is shown that restrictions on exports from 
foreign controlled firms exist in a significant number of cases. It is also shown 
that exports of Canadian controlled firms that have entered licensing 
agreements with foreign firms are similarly restricted. The possible reasons 
for the existence of these restrictions and the techniques used to maintain 
them are then considered. It is noted that in at least some cases, the existing 
restrictions probably reflect the parent company’s assessment of the relative 
costs of undertaking the activity in the Canadian and other economies. 
However, this initial judgment on comparative costs can develop into a 
pattern of dependence, and perpetuate itself beyond reasons that are justifi- 
able on the grounds of cost. This could occur for a number of reasons. 
Firstly, the foreign controlled firm may not respond to the development 
of cost competitiveness in the Canadian economy because of committed 
costs elsewhere and perhaps non-economic biases, such as preference for 
location in the home economy, minimizing investment in foreign countries 
to reduce risks, or the existence of governmental pressures to invest at 
home. Secondly, as noted above, it is difficult for a foreign controlled sub- 
sidiary to develop into a centre of innovation and export of distinctive 


products because it is primarily a vehicle for selling foreign distinctiveness 
to Canadians. 
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There follows a brief discussion of the costs and benefits of foreign 
control in relation to exports and a review of the reasons why the govern- 
ment ought to be concerned about the export performance of foreign 
controlled firms. In addition to the existence of export restrictions in a 
Significant number of cases, these reasons -include the high and growing 
proportion of inter-affiliate trade in total Canadian exports, the tendency 
of foreign controlled companies to export almost exclusively to the United 
States market—thus narrowing the range of options open to the government, 
and the increasing role other governments are playing in bargaining with 
foreign controlled companies over the location of production and export 
facilities in their territories. 

It is concluded that all of the factors mentioned above influence the 
export performance of the Canadian economy. Some, like the existence of 
export restrictions, pertain mainly to foreign controlled companies, although 
Canadian controlled companies having licensing arrangements with foreign 
firms are also subject to export restrictions in many instances. Other factors, 
such as the basic determinants of trade, affect both Canadian and foreign 
controlled firms. It is noted that trade in manufactures is increasing more 
rapidly than trade in resource products and the terms of trade are turning 
against some resource products. Accordingly, it is suggested that Canada 
should consider adoption of policies which will foster specialization and the 
development of greater distinctive Capacities as a basis for greater exports 
in manufactures in areas where this is economic. 

It is also suggested that consideration should be given to ways of 
increasing the export performance of foreign controlled companies in 
Canada, which in many cases should be considerably better than it is. 

The chapter concludes with a discussion of policy alternatives facing 
the government. 


~~, Concern over Canada’s export performance, especially in manufactured 
=~ 


goods, and the effects of foreign control on this performance are justified 
because of the importance of exports to the Canadian economy. Canada 
is one of the few industrialized countries or trading areas without largely 
free access to a market of at least 100 million people. Consequently, export 
markets are crucial for the efficient and competitive development of Cana- 
dian production in many sectors of industry.’ This is not to say that export 
sales are any better or more valuable than domestic sales. Export sales 
benefit the Canadian economy only when they are additional or incremental 
to domestic demand, when they increase employment or when they lead to 
a more efficient use of Canadian resources. 


*The economies of scale are not unlimited and in certain industries the Canadian 
market may be large enough to support efficient production if there were fewer firms and 


_ competition is maintained by reducing tariffs and other forms of protection. 
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EXPORT PERFORMANCE OF FOREIGN 
CONTROLLED COMPANIES 


In evaluating the export performance of foreign controlled companies, 
a number of considerations must be kept in mind. Certain subsidiaries, 
particularly in the resource industries, have been set up in Canada in order 
to develop and export resource-based products. Other subsidiaries, almost 
exclusively in manufacturing, have been set up primarily to sell in the 
Canadian market. Still other companies may have been set up because of 
special advantages in Canada, such as cost of inputs and Commonwealth 
tariff preferences, and may serve domestic and export markets. Thus, 
export performance varies significantly from industry to industry, and even 
company to company within the same industry, depending upon corporate 
marketing strategy and a host of other economic, business and political 
factors. 

A few other points should be noted. Firstly, there are serious limita- 
tions in the data available to evaluate the export performance of foreign 
controlled firms. Most of the statistics come from the Department of In- 
dustry, Trade and Commerce publication “Foreign Owned Subsidiaries in 
Canada”. The data in this publication are compiled on the basis of voluntary 
reports from 326 corporations covering 972 individual companies (the 
“reporting subsidiaries”) and are thus not a statistically representative sample. 
The companies covered (those having assets in excess of $5 million and 
majority owned by one foreign parent) are also among the best export 
performers so far as foreign controlled companies are concerned. No reports 
have been solicited from Canadian controlled companies and, therefore, 
there is no measure against which to assess the performance of the foreign 
controlled reporting companies. Other limitations of these data are noted 
elsewhere as appropriate. Secondly, over the period of time considered, the 
rate at which companies increased both their overall sales and their exports 
was affected by the general demand conditions for the products which they 
produce. Thus, rates of export growth may not entirely reflect company 
policies, efficiencies or aggressiveness, nor do they show whether these 
companies are fulfilling their export potential. 

Table 26 below shows that the “reporting subsidiaries” by the Depart- 
ment of Industry, Trade and Commerce revealed a strong export per- 
formance over the period 1964-1969 (in considerable measure reflecting 
the impact of the Canada-United States Automotive Products Trade Agree- 
ment). Export sales rose by 156 per cent, compared with an increase in 
total sales of 62 per cent. This increase in the value of exports for the 
companies surveyed compares with an increase of 103 per cent for Canadian 
commodity exports as a whole. Similarly, export sales as a proportion of 
total sales rose from 18 per cent in 1964 to 28 per cent in 1969. Table 26 
also shows that the “reporting subsidiaries” increased their share of total 
Canadian exports from about 34 per cent in 1964 to 43 per cent in 1969. 
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While the general performance of “reporting subsidiaries” was good, 
great variations occurred between individual industry groups. This is’ con- 
sidered in greater detail below. However, one development must be 
highlighted here. Exports by the transportation equipment industry increased 
more than eightfold, due primarily to rationalization in the North American 
automotive industry following implementation of the Canada-United States 
Automotive Products Trade Agreement. If the transportation equipment 
sector is excluded, exports as a proportion of sales remained stable and the 
exports of the “reporting subsidiaries” do not appear to have performed 
quite as well as the Canadian economy as a whole. 


TABLE 26 


EXPORT PERFORMANCE BY “REPORTING SUBSIDIARIES” 
IN THE MANUFACTURING AND RESOURCE 
INDUSTRIES, 1964 AND 1969* 


($ millions) 
Percentage 
Change 
1964 1969 1964 to 1969 
Reporting Subsidiaries 
PEA DONOSH LES VR les. 2sceites scot ccd Move ath 2,285 5,851 156 
OtASRICS ee ee het Ee er IETS 13 ,032 21,139 62 
Total Canadian Commodity 
PRIMES ALCS cM Re ah BEL i ome 6,764 13,702 103 
Proportion of Export Sales by Reporting 
Subsidiaries to: 
Arotasales 0: 0S) yen! sree app rps 18% 28% — 
Total Canadian Commodity 
BROOLUSAICS re i lat te 34% 43% — 
Reporting Subsidiaries 
less Transportation Equipment 
Ce ROL C5 aE ele a 1,910 93 TAY? 42 
PCnaaleSier tc ee eee eee 10,417 14,913 43 
Canadian Commodity Export Sales 
less Transportation Equipment.................. 6,287 9,739 55 


Proportion of Export Sales by 
Reporting Subsidiaries to: 


USO VO Cen IO ie a 18% 18% — 
Total Canadian Commodity 
RERDOLE SAlCS heb in eee Pie oh.) le 30% 28% — 


*SourcE: Department of Industry, Trade and Commerce. 


A very large majority of the “reporting subsidiaries” engage in some 
export activity. In 1969, about 85 per cent of the companies surveyed did 
Some export business and there was relatively little variation within various 


industry groups. There was no indication that the proportion of firms 


exporting was generally declining; if anything, the opposite was the case. 
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For the large majority of “reporting subsidiaries” engaged in exporting, 
exports are a small proportion of their total business. For about forty per 
cent of the companies, exports accounted for less than five per cent of 
sales. For nearly seventy per cent of the companies, exports were Jess than 
twenty per cent of sales. Only about sixteen per cent exported more than 
fifty per cent of their output. However, there was a tendency for these 
companies to increase the proportion of their sales exported. The number 
of companies increasing the relative importance of their export business 
appears to be larger than the number which are placing less emphasis on 
exports or just maintaining their export performance. 

The trends in exports shown by the subsidiary companies as a whole 
were highly influenced by the operations of a few large companies. 


THE EFFECTS OF FOREIGN CONTROL ON EXPORTS 


Granting that foreign controlled companies as a whole (at least the 
bulk of the important ones reporting to the Department of Industry, Trade 
and Commerce’ and including the transportation equipment sector) are 
increasing their export sales, are exporting an increasing proportion of 
their production and increasing their share of total Canadian commodity 
exports, the question arises whether these aggregate figures conceal important 
differences in the sectors making up the total, with some sectors performing 
far less adequately than others. The impact of developments in the transporta- 
tion equipment sector has already been referred to. It is also possible that 
exports of resources (where export restrictions are less likely to exist) are 
increasing relatively more rapidly than exports of manufactures (where 
export restrictions are more likely). Such a development would have 
serious implications for the creation of job opportunities for Canada’s 
rapidly expanding labour force for at least two reasons. Firstly, resource 
development tends to be capital rather than labour intensive. Secondly, 
world trade in manufactures is increasing much more rapidly than trade in 
resources and the terms of trade seem to be turning against some resource 
industries. This means that the structure of the Canadian economy and its 
exports should be changing as well. Canada would be better off specializing 
in at least some of those manufactured products for which international 
markets are prepared to pay well. 

Table 27 shows the structure of exports of “reporting subsidiaries” 
for 1964 and 1969. An attempt has been made to eliminate the effects of 
the Automotive Agreement by recalculating the exports of the transporta- 
tion equipment sector in accordance with their historic rate of growth in the 
late 1950’s and early 1960’s. 

This table indicates that exports of secondary manufactured goods 
constitute about thirty per cent of total exports of the “reporting subsidiaries”. 
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This proportion increased from about 29 per cent in 1964 to 34 per cent 
in 1968. If the effects of the Automotive Agreement are included, the rise 
is much greater (from 33 per cent in 1964 to 65 per cent in 1969). Re- 
source-based exports by the “reporting subsidiaries”, on the other hand, 
constituted about 60 per cent of total exports by “reporting subsidiaries” 
and decreased slightly from 64 per cent in 1964 to 61 per cent in 1969. 


TABLE 27 


EXPORTS OF “REPORTING SUBSIDIARIES” 
AND TOTAL CANADIAN COMMODITY 
EXPORTS BY INDUSTRY GROUP, 1964 AND 1969* 


($ millions) 
Se ee 
1964 1969 
Total Total 
“Reporting Domestic “Reporting Domestic 
Subsidiaries” Exports Subsidiaries’’ Exports 


$ % $ % $ % $ % 


Secondary Manufacturing 


INERINEL Ys ere ee 58-90 4.02 S5lnd. ~5230 023127) e773 7758S tees 
Transportation Equipmentt............ 203-9 W1251795296:8 5455 46657. 14.7. 645.5 6.2 
Blectricalm, a ee eee ee. 90.0 4.1 197.6 3.0 173.7 5.5 429.8 4.2 
CTGMicalig eset ea 108.8 5.0 280.0 4.3 151.7 4.8 398.2 3.8 
Other Manufacturing........................ 72.2 Peas (23327 13.6% 124.0, 03.8 .- 44653 4.3 
STSCI pets A eels eee 640.8 29.5 1,359.5 20.7 1,147.8 36.1 2,695.1 26.0 
Resource Industries 

Mining and Primary Metals............ 363.55 16.7 2,082.3" 31.6 42974 13.5 3,120.4 30.0 
‘Gastand Olle: ee eet eh ZT TSOE LZ SOSA, 228 72056953. 117 9.09327 7 6 
Sub-Total 

Mineral Industries.................0.0.0.0.... 640.5 29.4 2,553.5 38.7 998.7 31.4 3,914.1 37.6 
Pulprand.Papers..40 ee 749.4 34.5 2,021.2 30.7 936.1 29.4 2,949.1 28.4 
Sub-Total 

Resource Industries..................00...... 1,389.9 63.9 4,574.7 69.4 1,934.8 60.8 6,863.2 66.0 
Food and Beverage..................0.00000... 143.0 6.6 648.9 9.9 96.4 3.1 825.8 8.0 

Motaleerr eres Fcs..e ted eis: 2,173.7 100 6,583.2 100 3,179.0 100 10,384.1 100 


*Source: Department of Industry, Trade and Commerce. 


TExports of transportation equipment were calculated by taking the historic rate of growth 
of exports of motor vehicles and parts in the late fifties and early sixties (18 per cent) and adding 
an arbitrary 7 per cent to account for the effects of devaluation giving a growth rate of 25 per cent. 
These figures were added to Canadian exports of aircraft for the period. 


*The absolute figures in Table 27 should be treated with caution because of the 
difficulties in translating Canadian export statistics to industry categories. However, the 
general trends indicated are probably valid. It should also be noted that exports by the 
foreign controlled group of companies in the natural gas industry are understated because 
Trans-Canada Pipe Lines takes title to the gas it transmits and its exports of natural gas 
to the United States are regarded as originating in a Canadian controlled sector, even if the 
gas was purchased from a foreign controlled subsidiary. As a result, the above figures for 
exports by the gas and oil sector understate the proportion of the subsidiary companies’ 
Production going to export markets. 
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There are a number of possible explanations for the structure of 
exports of the “reporting subsidiaries,” that is, for the overwhelming propor- 
tion of exports in the resource industries and the relatively smaller degree 
of manufactured exports. For example, this structure may reflect the 
existence of restrictions on exports of manufactures by foreign controlled 
subsidiaries. These data, however, are too aggregative to determine whether 
this is the case, for they may conceal important variations in export 
performance between various sectors or firms. Alternatively, this structure 
of exports (which Table 27 shows is the same for total Canadian exports, 
including Canadian controlled companies) could reflect Canada’s com- 
parative advantage in the resource industries and the basic determinants of 
trade in manufacturing and resources discussed above in Chapter Three. 
In discussing these determinants, it was suggested that large economies such 
as the United States, the EEC and Japan would tend to spawn distinctive- 
ness in manufacturing based on their ability to achieve economies of scale 
or some other form of superiority, such as the ability to produce innova- 
tions in production techniques or products. A smaller nation like Canada 
would tend to find its export potential in relatively undifferentiated goods. 
It was also suggested that a country which is importing considerable amounts 
of direct investment is unlikely to develop those distinctive capacities which 
lie at the basis of exports of manufactures in sectors of high foreign control 
unless it has some cost advantages, some unique input, is part of an inter- 
national rationalized structure, or is exporting because of governmental 
pressures. It was also pointed out that these are broad tendencies only. 
Determined government efforts to make an economy attractive as a base 
for innovation and exports could overcome these tendencies. 

While the structure of exports confirms the general analysis of the 
determinants of trade, it is impossible from the data to determine what 
weight to assign to these determinants or any of the other factors men- 
tioned above. Foreign subsidiaries in Canada control such a high propor- 
tion of assets in both manufacturing and resources that in many sectors a 
comparison between the “reporting subsidiaries” and the whole industry 
amounts to comparing something with itself. It is probable, however, that 
all three are relevant and that the structure of exports of the “reporting 
subsidiaries” and of the Canadian economy reflects in part the existence 
of restrictions on the exports of foreign controlled companies in the field 
of manufactures, in part Canada’s basic comparative advantage in resources, 
and in part the underlying determinants of trade and investment (such as 
costs, distinctiveness, and so on). 


EXPORTS BY DEGREE OF FOREIGN OWNERSHIP 


A more direct way of trying to determine the impact of foreign control 
on exports is to see whether there is any meaningful correlation between 
the degree of foreign control and export performance. Such a correlation 
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is not obvious from the data shown in Table 28 below. Neither Canadian 
nor foreign controlled sectors appear to show any overall dominance in 
terms of export performance and the relative importance of exports appears 
to be evenly distributed. In 7 of 38 categories, exports accounted for more 
than twenty per cent of net output: mineral fuels, primary metal manu- 


TABLE 28 


NET EXPORTS BY DEGREE OF NON-RESIDENT OWNERSHIP OF INDUSTRY* 
($ millions and percentage) 


ee 


Non-resident 
Ownership Net Exports 
Ts $ Te 

Petroleum and coal products..........0.cccccccececececcseceseseees 97.9 10.2 2.8 
BUDDEL PrOCUCIS. <...\\ ws Sie, Soe... eee ewe ee 93.7 U9? 2.4 
repamOLePagipimient 22 ee, 84.5 159.6 8.8 
Chemicals and chemical products..............-.ccccccccescesees 84.3 21522 14.8 
Mobacce products1a+a teen. Peverss Vo. ones 82.1 2871 8.5 
Mitral fiicls: 2Pan. eben. Moni layer. eh mite. 4-3 Ue! 316.6 24.9 
ie (alae a ecg oe See one 4 eel emt allp  ngrcieiat eines ge TES) 154.0 17.8 
Pleertical products eileen ie) es) ee 64.3 68.1 5.9 
Fruit and vegetable processing..0...........c.ccccccccccsceceseesees 62.2 8.8 2.6 
Primary metal manufacturing....0.0.........cccccccccscceseccosesee. 56.8 796.2 3725 
Miscellaneous manufacturing..........0.0..0cccccecccccceccescoeeees SE) 40.4 6.8 
Alrimremniiiive eaten. |) nr es” rae ay Asit 153.0 SBin8! 
erase iG Meer). oy UN ED LS okie Sir se 50.8 42.8 4.8 
TAT er eae er, rego aeen panne 49.8 ail S57 
Peoarmecialic minerals’. 46.5 40.3 6.0 
ae OOd products;....c17.4 i... 02) eee, 8) 45.5 165.8 18.3 
Pactal fabricating’. 09:14), Anau eed a 42.1 37.6 225 
Paper.and. allied industries. .iscce¢ecsececeecaes¥ es, cseeces 40.5 1,118.2 50.6 
aCe 6.2 be on ee ee ee ee ee 39.6 519.0 43.5 
aD MUEPEDIOUCIS Seok scien ne Se? << 37.9 24.2 2.6 
SSTAMMIOULDTOGUCTS tots Beco Be En tient 31.4 68.9 12.6 
Wholesale and retail trade...........occcccccccccccscssecescesescesees 111.8 1.6 
DEAE OUCS sy ee ee PA fash? 394.6 DU 
Earp OCUCIS te ae E ntl oa i ome e ” 20.95 i523 See 
LN GL ne ee ore eS: ee ier eee 19.5 69.7 4.3 
USSUCLTTE at TTT LESS Denar OgRg tae Raia Ae ce, epee 19.0 ee 78 
Petia a ee, ee, ee jb fe | 88.6 20.6 
ERUMmCOSISEL VICESH te sh 10 certian ms Sun bbe vt 8.0 11.8 
TG eee a ne a re 15.0 Ze 6.2 
Pe et et ee ee 14.2 42.9 Si 
CUCU st Pere Te a nk 13.0 .0 .0 
Pemieg and DUDUISHING. «oe 12.9 16.1 1.9 
Eikeay DLOOUCtISHe ii lt Somat i ) SG 11.6 3.6 7.9 
ER UGC Stroh es age Ne, ats dried ae we tT 12 18.1 14.2 
LST Se Sen a Oe eee ae ae Lie 8.0 9.4 
mransportation and storage... -....0..5:-.-«eccf.,....00-.-- 7.6 558.2 16.0 
Financial institutions RS Ae Si tree en 

ONT o Te een Se sre agen agen 6 24.9 2.4 


a ea ee ee ee ere ee ee eee 
*SouRcE: CALURA 1966 and DBS. 
Note: Net Exports exclude re-exports. 
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facturing, other mining, paper and allied industries, metal mining, wood 
products, and distilleries. Of these, three were non-resident controlled groups 
and four were part of the Canadian dominated groups. Other studies have 
confirmed that there is no consistent relationship between exports as a 
percentage of domestic production and the extent of non-resident ownership 
of industry.* 

Six of the seven groups where exports exceed twenty per cent of total 
output are resource based. However, as in Table 27, the data do not allow 
one to conclude whether this reflects the existence of restrictions on exports 
of manufactures or Canada’s basic comparative advantage in resources. 
It is interesting to note that in at least one sector—mineral fuels—there is 
significant government intervention in the form of the National Oil Policy. 


EXPORTS OF CANADIAN AND FOREIGN CONTROLLED 
COMPANIES: “MATCHED PAIRS” 


An even more direct comparison of export performance has been 
carried out in one study based on examining the exports of a foreign 
controlled and a comparable Canadian controlled company in the same 
industry. This approach has its limitations because in many industries 
there are no comparable Canadian controlled companies, either because 
almost all the companies are foreign controlled or because the foreign 
controlled companies are significantly larger. However, this study did suc- 
ceed in comparing the export performance of 180 foreign controlled with 
96 Canadian controlled companies in industries where both types of firm 
exist. It was found that there was no statistically significant difference in 
the export performance of these two sets of firms.4 

This suggests that the general business environment—both domestic 
and international—is a more important determinant of export performance 
than ownership and that Canadian policy should focus on improving this 
environment, by lowering costs, increasing productivity and negotiating 
access to markets. It should not be forgotten, however, that the general 
business environment is influenced by the degree of foreign control in the 
economy. The high degree of foreign investment in some sectors—while 
it contributes to filling gaps in entrepreneurship, capital markets and tech- 
nology—also retards the development of these capacities in Canada. This 
tends to impede the development of distinctive Canadian products, which 
are often at the base of good export performance in manufacturing. Foreign 
control also tends to perpetuate the existence of an inefficient industrial 
structure based on producing a wide range of products in short runs and 
employing, in many cases, a technology designed for a larger market. 


*Cf. B. W. Wilkinson, Canada’s International Trade: An Analysis of Recent Trends and 
Patterns, Private Planning Association of Canada, 1968, pp. 125ff, and 144ff. 


a “A. E. Safarian, Foreign Ownership of Canadian Industry, McGraw Hill, Toronto, 1966, 
h, 4. 
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Lastly, once a foreign firm has established in Canada, its parent will often 
seek to retain the structure of tariffs and other economic policies in the 
home country and in this country which led it to establish a subsidiary in 
Canada in the first place. 

The study cited above revealed some other interesting and important 

conclusions: 

(i) There is a substantial increase in exports as a percentage of sales 
as the size of the firm grows, with all firms with assets of over $25 
million showing some exports. 

(ii) Firms whose products were identical with those of the parent 
generally exported a smaller share of their output than did those 
whose products were different. 

(iii) As the degree of overlap between the subsidiaries’ and parents’ 
products lessened, the firms tended to be more export oriented.® 


ADMINISTERED MARKETS AND EXPORT RESTRICTIONS 


While the above findings suggest that Canada should concentrate 
mainly on improving general economic policies and not focus special attention 
on the export performance of foreign controlled firms, there is ample evidence 
that a foreign company in setting up a subsidiary in Canada allocates the 
__ subsidiary’s markets as part of its normal business strategy. This may in- 
_ volve restricting operations to the Canadian market or the allocation of 
_ some overseas markets to the Canadian subsidiary, such as the Common- 
__ wealth. This approach will normally apply whether the foreign company 
is a large multinational enterprise with global interests or simply a United 
States based company expanding into Canada. 


Table 29 below contains an analysis of the export policy of 964 foreign 
controlled manufacturing subsidiaries listed in the Canadian Export Directory, 
__ published by the Minister of Industry, Trade and Commerce.® This table 
_ shows that 42 per cent or 339 of the 798 United States controlled manu- 
facturing subsidiaries appear to have unrestricted access to world markets. 
Most of these are exporting to some extent, with about two-thirds exporting 
more than $100,000 per annum. The remaining 459 companies (58 per cent) 
operate under some type of restriction on exports: 135, or 17 per cent, 
are excluded from the United States market; 113, or 14 per cent, are limited 


° This may simply reflect a greater degree of rationalization between the parent company 
and the subsidiary. 

° The exporters’ directory is a compendium of about 6,600 Canadian companies, including 
over 1,000 companies with some degree of foreign ownership, that have expressed an interest 
in or are believed by the Department of Industry, Trade and Commerce to be interested in 
exporting. Thus, the directory excludes companies that regard themselves as serving only the 
domestic market. This group probably includes a significant number of foreign controlled 
companies. A company’s declaration of export interest is assessed by the Department of 
Industry, Trade and Commerce to determine whether it is accurate. (Natural resource com- 
panies have been excluded from this table since in most cases they have been established mainly 
to export.) 
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to the Commonwealth (these are also kept out of the United States market, 
bringing the total excluded from the United States to 248, or 31 per cent); 
81, or 10 per cent, had some other type of restrictions (e.g., can export 
only to United States or developing countries, excluded from communist 
countries, etc.); and 17 companies, or 2 per cent, were not permitted any 
exports. One hundred and five, or 13 per cent, had exports allocated by 
the parent company; another 51, or 7 per cent, tended to use the parent’s 
organization for export activities. In the case of companies controlled in 
other than the United States, 94, or 57 per cent, were apparently free to 
export while 72, or 43 per cent, were under some form of export limitation. 


TABLE 29 


EXPORT POLICIES OF SELECTED FOREIGN CONTROLLED MANUFACTURING 
COMPANIES OPERATING IN 1969* 


(Number and percentage) 


Controlled in 


USA Controlled Other Countries 
No % No. % 
Number of Companies............0.0.cccccccseceeseeeeeeee 798 166 
No Limitations on Exports.......0..00ccccccceeeeeees 339 42 94 Sy 
Excluded from Parent’s Market only................ 135 17 11 7 
Restricted to Commonwealth or Parts of 
Commonwealth ae eee 113 14 6 4 
Other Geographic Restrictions. ..............:0.c000006 81 10 36 21 
INOExportsrAllowed see ee eee 17 2 8 5 
Exports Allocated by Parent.................cccccc0. 105 13 5 3 
Uses Parent’s Organization.....0.0.0....cccccceceeeeee 51 7 11 U 


*SourcE: Industry, Trade and Commerce, Canadian Export Directory. 
Nore: Sums do not balance because some companies fit into more than one category. 


An examination of particular companies and their export policies also 
reveals the existence of export restrictions affecting a significant number 
of subsidiaries. However, the most significant result to emerge from the 
study of particular cases is the wide diversity of behaviour, ranging from 
companies with no exports whatsoever to companies which are exporting a 
significant proportion of their output. This general conclusion is confirmed by 
the study of 180 foreign controlled subsidiaries in Canada referred to above,? 
in which a significant ‘minority of subsidiaries were found to have export 
restrictions imposed on them as a result of the operations of the parent’s 
international sales organization, the allocation of parents with restricted 
market rights and other reasons. Two-thirds of the respondents stated that 


. "See end of Chapter Eight, and next prior section to this on “Matched Pairs”. 
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affiliation had little or no effect on exports, 39 stated that affiliation helped 
in securing export markets and 30 firms—about sixteen per cent—stated 
that they were prevented from exporting or could only export certain products 
to certain countries. There is, of course, no way of telling the extent to 
which these restrictions are based on the parent company’s assessment of 
the cost situation in Canada and the extent to which they are totally 
arbitrary. 

In addition to corporate restrictions, there is also evidence that the extra- 
territorial impact of other governments’ laws, policies, and regulations has 
affected the exports of subsidiaries in some cases. The main United States 
laws and policies involved are: the Trading with the Enemy Act, the United 
States Export Administration Act, and the United States balance of payments 
programme, which included an appeal to United States parents to export 
more to their subsidiaries abroad and import less. It is likely that the British 
balance of payments programme has also had some effect on the exports of 
Canadian subsidiaries of British firms. While the impact of these extrater- 
ritorial policies of other governments on the volume of Canadian exports is 
difficult—if not impossible—to measure, it is unlikely that they have had a 
significant impact on the volume or value of Canadian exports. 

Other United States laws, aimed at support of domestic industry, have 
also affected the exports of Canadian subsidiaries to the United States such 
as the Buy America Act. Another adverse development is the establishment 
of Domestic International Sales Corporations pisc. This complex tax con- 
cession could reduce or slow the growth of exports by United States sub- 
sidiaries in Canada both to the United States and to third markets, as parent 
companies would likely find it advantageous to handle a larger share of export 
business through their own pisc. The pisc could also lead to greater United 
States exports to Canada and lower production in this country than otherwise 
would be the case. 


The existence of export restrictions should come as no surprise. They 
are part and parcel of the global marketing strategy of a foreign company. 
The decision how and when to enter other markets is normally one it wishes 
to make itself in order to avoid what, from its point of view, is needless and 
wasteful competition between subsidiaries or branches of the same company. 


THE REASONS FOR EXPORT RESTRICTIONS 


Previous discussion has already touched on some of the reasons why 
export restrictions exist and why a parent company is not indifferent about 
doing its own exporting or exporting from a foreign subsidiary, even if pro- 
duction, transport, tariff and other costs are equal. Leaving aside for the 
moment the question whether companies are profit maximizers or growth 
maximizers, whether they seek self-perpetuation or are primarily interested 
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in avoiding risk, there are a number of considerations which help to explain 
export restrictions: 
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(i) Market allocation by a parent company makes good business sense 


for a parent company seeking to maximize its returns on some dis- 
tinctive advantage it possesses. If the subsidiary is producing the 
identical product to the parent firm, it is likely that exports will be 
closely controlled. It is unreasonable to expect the parent firm to 
establish companies abroad to compete with itself, although this 
may happen over time if the subsidiary develops some cost ad- 
vantage and competitive pressures from other firms force the 
parent to take advantage of these lower costs. Even if the foreign 
subsidiary is producing and specializing in a part of the parent’s 
product line, it may not be free to export that particular product 
because the parent company’s marketing strategy may require 
breaking into a new market with the whole range of products. If the 
subsidiary is producing component parts, it is tied to the product 
development and marketing strategy of the parent company. In 
other words, the very nature of the parent-subsidiary relationship 
and the achievement of basic corporate goals (whatever these may 
be for a particular company) often require a degree of managerial 
and financial co-ordination and control from the centre, including 
a degree of control over exports and marketing activity. The con- 
tinuing rapid improvement in communications and information 
systems is accentuating this centralization. 

The key issue here is whether the resulting allocation of pro- 
duction and trade between the parent and the Canadian subsidiary 
accurately reflects the real pattern of relative costs. There are a 
number of reasons for believing that this may not be the case. In 
the short run, the parent may have sunk costs in production facili- 
ties at home. In some cases the investment could have a life of ten 
or twenty years, in the case, for example, of a smelter which would 
effectively exclude Canada from that portion of the industry for a 
considerable period of time. The parent company may wish to 
minimize its risks by locating as little as possible of its investment 
in a foreign jurisdiction. There may be other non-economic biases, 
such as a desire to locate in the home market for nationalistic 
reasons. In some cases this may be the result of government pres- 
sures. If the industry is oligopolistic in structure, the competitive 
pressures which might otherwise force the parent to overcome these 
non-economic considerations may be absent. 

Closely related to the previous point is the allocation of 
property rights such as patents, know-how and trademarks by the 
foreign investor. This often leads to a network of licensing agree- 
ments involving third countries which effectively close some markets 
to the Canadian subsidiary. Furthermore, the parent company 


probably wishes to reserve for itself possible future investments 
in other markets. Thus, if the Canadian subsidiary were able to 
enter a foreign market efficiently, it might find that it does not 
have the rights under its licensing arrangement (see below for 
further discussion of licensing). - 

(ii) In restricting a subsidiary’s exports, the parent company may be 
responding to domestic laws, policies and regulations or indeed 
political pressures from the home government.® 

(ili) Canada’s geographic location next to the United States—the main 
source of direct investment, its relatively smaller size, the similarity 
of tastes and per capital income all pose additional problems. 
Firstly, there is a tendency for United States companies to treat 
North America as a single market for administrative purposes 
and to regard the Canadian subsidiary as simply another branch 
plant to serve the Canadian market. Secondly, a subsidiary’s most 
attractive market is the United States, its parent’s domestic market; 
selling in the United States (unless production has been rationalized 
between parent and subsidiary) involves invading the parent’s 
backyard. This contrasts with the situation of a United States 
subsidiary in Europe, which has the advantage of greater dif- 
ferentiation and the existence of attractive non-parental markets 
nearby. 

(iv) In some cases, institutional factors favour export from the parent 
company: union pressures, security of investment, tax reasons, 
the desire to show a profit in the parent company to retain a 
strong credit rating in the home market, and so on. There are 
also countervailing pressures from the Canadian subsidiary to 
expand its role, but these are normally less likely to prevail. 

(v) In the short run, during which existing facilities have not yet been 
written off, the parent firm—if it is an MNE with production 
facilities in several countries—may attempt to protect the invest- 
ment it has sunk in these facilities from inroads by the Canadian 
affiliate, especially if the other facilities have excess capacity. It 
should be borne in mind that export restrictions normally provide 
Canadian affiliates of foreign firms with a protected domestic 
market. To the extent that export restrictions merely reflect 
Canada’s lack of competitiveness, this could be an important 
advantage. It is unlikely, however, that the market gains outweigh 
the market losses for Canada. In the longer run, this form of 
protection may not be in Canada’s interest, as it tends to support 
inefficient production. A review mechanism could be a useful 
device to reduce export restrictions that are based on arbitrary 
factors, while acknowledging the economic legitimacy of other 
factors. 


* See the discussion of extraterritoriality above and in Chapter Sixteen. 
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TECHNIQUES OF RESTRICTION AND MARKET ALLOCATION 


A foreign parent has at its disposal a variety of techniques to control 
the export activities of subsidiaries in accordance with its global marketing 
strategy. These range from informal understandings to licensing arrangements 
or limiting plant capacity to a size which is just sufficient to supply the 
domestic or allocated market. 

Information on the frequency and impact of the various types of 
restrictions is unavailable. There is, for example, no systematic analysis of 
the use of licensing arrangements between parent companies and their 
Canadian subsidiaries. There is, however, some information on arm’s length 
licensing arrangements which suggest that licensing agreements can be a 
vehicle for a significant degree of export restrictions. Table 30 contains the 
results of an analysis of 208 proposed arm’s length licensing arrangements. 
It serves to underline the important fact that not only foreign controlled, but 
also Canadian controlled firms, can be subjected to export restrictions under 
licensing arrangements. Seventy-six per cent specified some type of limita- 
tion on exports, with 58 per cent limiting use to the Canadian market and 
18 per cent (mainly from Europe) limiting use to Canada and export rights 
to the United States. Only five per cent proposed granting world-wide export 
rights. The proposed marketing rights in the remaining nineteen per cent 
were uncertain. 

An analysis of the 28 licensing agreements that were actually concluded 
shows that the proportion limiting use to Canada came to 71 per cent, as 
opposed to 58 per cent of proposed licensing arrangements. This indicates 
Canadian licensees do not try to obtain, or do not succeed in getting, wider 
export rights during negotiations. This, in turn, raises the question whether 
Canadian authorities should have the capacity to examine proposed licensing 
arrangements with a view to removing or reducing the number of restrictions 
involved, provided the potential gains from exporting offset the potential 
loss of protection for domestic production. 


TABLE 30 


EXPORT LIMITATIONS UNDER PROPOSED LICENSING ARRANGEMENTS* 
(1965-1969) 


Number % 

No export limitations (i.e., world-wide 
Tights).cecie 20). cocaine. Sy es sea 10 5 
Use limited.10,Canadatein., <a oe 121 58 
Use limited to Canada and the U.S............ 37 18 
Undetermmedi. ss 2 eee 40 19 
LOA onaiaie. hee eet ie 208 100 


*Source: Department of Industry, Trade and Commerce 
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Limitations on plant size can also be used as a technique for restricting 
export activities. It is interesting, however, that in Canada the average size 
of plant appears to compare favourably with that in the United States. 
Production runs tend to be shorter, however, with the same plant producing 
a wider range of products than its United States counterpart. This suggests 
that the average plant in Canada is of sufficient size to achieve economies 
of scale and to produce efficiently if wider markets were allocated to it 
and if its product line were “rationalized” with the parent. In rationalization 
schemes of this nature, it would be important to ensure that the Canadian 
subsidiary had significant responsibility for research and development, pro- 
duct innovation and marketing as well as production to avoid the loss of 
control. 


COSTS AND BENEFITS OF FOREIGN CONTROL IN 
RELATION TO EXPORTS 


The discussion thus far suggests that affiliation with a parent helps a 
subsidiary to export in some cases and restricts export opportunities in 
others. The question naturally arises whether, on balance, the costs exceed 
the benefits or vice versa. Let us look at costs and benefits in somewhat 
more detail. _e 

There are significant benefits which can result from affiliation with a 
foreign parent: / 

(i) The use of the parent’s name, research, or sales organization can 
reduce the cost of doing business and increase competitiveness 
both in Canada and in export markets. 

(ii) Orders gained by the parent are sometimes channelled to the 
subsidiary for execution. 

(iii) When the subsidiary is assigned a market, it does not have to com- 
pete against its parent or its affiliates for that market. Furthermore, 
the Canadian market is also protected against competition from 
other affiliates. 

(iv) The parent company and other affiliates often provide guaranteed 
markets for exports from the Canadian subsidiary—markets which 
tend to be much less risky than those acquired through arm’s length 
dealings. 


These benefits often mean increased production, jobs and a contribution 
to a favourable balance of trade for Canada. 
Nevertheless, the existence of restrictions in at least a significant minority 
of cases also involves economic costs: 
(i) Export restrictions on foreign controlled companies in Canada, 
particularly in the manufacturing sector, can diminish economies 
of scale and international competitive ability. Since foreign con- 
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trolled firms account for a high percentage of industrial activity in 
Canada, export restrictions which do not reflect real costs in Can- 
ada could have a significant impact on the level of economic 
activity, employment, tax revenues, exports and Canada’s balance 
of trade. 

(ii) The existence of export limitations and the extent of “‘administered” 
exports from Canadian affiliates to their parent companies indicate 
that Canadian management of many subsidiaries is prevented from 
aggressively pursuing export opportunities in a number of markets. 
This, and other manifestations of “truncation” contribute to what 
has been referred to as the “branch plant syndrome”. 


(iii) There is evidence that a significant correlation exists in the United 
States between the level of R&D and product innovation on the 
one hand and export performance on the other. In many cases the 
Canadian market does not have the size to justify large-scale ex- 
penditures on R&D and product innovation. If Canada had freer 
access to larger markets, however, it might lead to more in- 
digenous product development. The existence of export restraints 
obviously aggravates this problem. 


The evidence on the existence of restrictions and their potential eco- 
nomic impact suggests that the contention, that Canadian subsidiaries do not 
export more because they are “high cost”, needs to be examined industry 
by industry and firm by firm to determine the relative importance of higher 
costs and export restrictions (if any). While the Canadian business environ- 
ment (the tariff and other general economic policies) within which Canadian 
subsidiaries operate has probably had a significant impact on export per- 
formance through the cost structure, it is difficult for a subsidiary to lower 
costs if it cannot obtain access to export markets because of arbitrary export 
limitations. 


Given the present state of knowledge and information, it is not possible 
to determine with any precision whether there is a net advantage or dis- 
advantage to the economy as a result of the costs and benefits associated with 
the export performance of affiliated companies. Aggregate data suggest, how- 
ever, that the benefits could outweigh the costs, since foreign controlled 
companies account for a large and apparently growing proportion of total 
Canadian exports, not only of resource products, but also manufactured 
goods.® On the other hand, the existence of export restrictions affecting a 
large number of foreign controlled companies must be taken into account. 
In some cases these restrictions are merely an institutionalization of the rela- 
tive costs of production in Canada and elsewhere but in other cases they are 


*This estimate includes the transportation sector and the effects of the auto pact. If 
these are excluded, the situation is less clear. For example, Table 27 above indicates that 
exports of the “reporting subsidiaries” in secondary manufacturing rose 79 per cent between 


1964 and 1969, while total domestic exports of secondary manufacturing rose 98 per cent. 
See also Table 26. 
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real barriers to the achievement of increased production and economies of 
scale. In these circumstances, where restrictions may or may not be, eco- 
nomically justifiable, the government should have the administrative capacity 
to distinguish the one from the other. 


ASSOCIATED EXPORT PERFORMANCE PROBLEMS 


In addition to the existence of restrictions and associated economic 
costs in terms of the level and nature of economic activity carried on by 
the foreign controlled sector in Canada, other reasons for concern exist. 
These relate to the high proportion of exports to affiliated companies; the 
high degree of export concentration in the United States market; the per- 
formance of subsidiaries in other countries in comparison with Canada; and 
the growing degree of governmental intervention in the activities of MNE’s. 


EXPORT TO PARENTS AND AFFILIATED COMPANIES 


As shown in Table 31, exports to parents and affiliated companies in 
1969 accounted for about 75 per cent of all exports of foreign controlled 
companies reporting under the 1T&c survey. This represented a very sharp 
increase from 1964, when only about 52 per cent of these companies’ 
exports went to affiliates. This apparently greatly increased reliance on 
affiliates as a market primarily reflects the very rapid rise in exports of 
motor vehicles under the Canada-United States Automotive Agreement, 
with nearly all the increase in this industry being in trade between the 
Canadian subsidiaries and their United States parents. Exports by firms in 
this industry alone rose from $375 million in 1964 to $3.1 billion in 1969. 
In only two industry areas did exports to affiliates account for more than 
75 per cent of total exports in 1969, namely the transportation equipment 
and the machinery and metal fabricating sectors. 


However, in most industry groups, there appears to be a tendency over 
the period to sell a larger proportion of foreign sales to affiliated companies. 
It would also appear that the sectors in which sales to the parents were 
relatively large or in which they were increasing most rapidly were those 
in which exports in general were showing the most rapid expansion. 

Information on the proportion of “reporting subsidiaries” exporting to 
their foreign parents and affiliates is given in Table 32. The figures show 
that the large majority of companies exporting, regardless of the industry 
group to which they are classified, make at least some sales to their foreign 
parents. This was true of more than 75 per cent of the companies in each | 
industry group, the proportion varying in 1969 only between 75 per cent 
in the gas and oil group and 90 per cent in the machinery and fabricating 
group, with the total averaging 85 per cent. At the same time, only about 24 
per cent of the reporting companies relied exclusively on their foreign affiliates 
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for export sales. There was somewhat more variation in the proportion of 
export sales going to parents and affiliates among the various industry 
groupings, with the proportion in 1969 varying from 4 per cent in the pulp 
and paper industry to 44 per cent in the machinery and metal fabricating 
industry. In general, there appeared to be no marked trend either in the 
percentage of companies exporting to affiliates or in the percentage relying 
exclusively on affiliates for exports. It did appear that there was a slight 
tendency for a larger proportion of companies to make all their export sales 


to affiliates. 


TABLE 31 
“REPORTING SUBSIDIARIES”: EXPORTS TO PARENTS AND AFFILIATES 


Proportion of Total Exports going to Parents 


and Affiliates 

Industry Group 1964 1965 1966 1967 1968 1969 

Mining and Primary Metals.................. G29 69.0 68.9 67.2 66.4 63.2 
Gas and Olle ericn ee eee ee 63.5 61.2 61.7 66.8 64.7 67.3 
Machinery and Metal Fabricating........ 87.3 89.5 91.2 90.2 91.2 90.5 
Transportation Equipment.................... 36.7 54.9 82.6 84.1 85.9 88.9 
BlectricaleProGucts esse nee eee 46.9 54.4 49.5 44.8 38.1 39.0 
@hemical-Productseessm secrete 45.8 41.6 50.4 58.7 49.2 sya 
Food and Beverages..............::s0sesesesess 35.4 3557, 27.6 35.1 34.9 39.3 
Pol prandebanene ses 47.8 47.3 a2 ai, 54.4 Sy Ase? 50.7 
Other Manufacturing.................0.0.000 PU sp) 39.1 39.8 46.1 49.6 45.4 
Total f4.2 5. Ae. eo See eee 52.0 54.5 65.4 70.4 72.0 74.7 


Excluding Transportation Equipment... 55.0 54.5 By/ si 59.8 58.5 Bh 


The growing importance of inter-affiliate trade means that an increas- 
ing proportion of total Canadian exports result from quasi-administrative 
decisions of a corporation in response to corporate interests and marketing 
strategy. The proportion of total Canadian commodity exports accounted 
for by the foreign controlled firms in the Industry, Trade and Commerce 
survey increased from about 18 per cent in 1964 to 32 per cent in 1969. 
This development has two potentially adverse implications. Firstly, it in- 
creases the scope for transfer price activities detrimental to Canada. More 
importantly, it reduces Canada’s control over its domestic economy by 
increasing Canada’s vulnerability to changes in foreign government or cor- 
porate policies. It means that a growing proportion of Canadian trade is 
somewhat less responsive to market forces, both in terms of purchasing 
from the lowest cost source and in terms of locating production in the lowest 
cost jurisdiction. (The government may, however, exercise a greater measure 
of control over the corporate policies of industries in which it has actively 
intervened, as in the case of automotive vehicles. ) 
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The growing proportion of inter-affiliate trade also has implications for 
the government’s trade and industrial policies. It could, on the one hand, 
speed up and facilitate a policy of international rationalization. It could, on 
the other hand, make it more difficult for the government to change the rela- 
tive position of exports and imports in the balance of payments or to diversify 
Canadian export markets. European subsidiaries in Canada, if pressed to 
increase exports, will likely seek to penetrate United States markets. Sub- 
sidiaries of United States firms under similar pressures would also probably 
expand sales in the United States market, as the European and other markets 
would be served by European or other subsidiaries. Thus, Canada faces a 
difficult dilemma in that attempts to secure better export performance from 
foreign controlled companies might tend to integrate Canada more closely 
into a continental market. 


TABLE 32 


PERCENTAGE OF “REPORTING SUBSIDIARIES” ENGAGED IN SOME 
EXPORTS TO PARENTS AND AFFILIATES AND PERCENTAGE 
EXPORTING TO PARENTS AND AFFILIATES ONLY* 


Exporting to Parents and Affiliates 
Industry Group 1964 1965 1966 1967 1968 1969 


Mining and Primary Metals 


To Parents and Affiliates.................... 83.3 83.3 83.3 88.5 80.8 76.9 

To Parents and Affiliates only.......... 20.8 16.7 20.8 26.9 XI 23.1 
Gas and Oil 

To Parents and Affiliates.................... 78 .6 78.6 85.7 81.3 76.5 0 

To Parents and Affiliates only.......... 28.6 21.4 21.4 SAD 29.4 25.0 
Machinery and Fabricating 

To Parents and Affiliates.................... 88.6 73.0 86.1 83.8 86.8 89.7 

To Parents and Affiliates only.......... 17.1 21.6 PH kes 24.3 28.9 3.6 
Transportation Equipment 

To Parents and Affiliates.................... 94.4 94.7 94.7 89.5 88.9 88.9 

To Parents and Affiliates only.......... DoS 15.8 10.5 2 lead 16.7 PJ) 
Electrical Products 

To Parents and Affiliates.................... 95.8 95.8 91.7 87.5 82.6 87.5 

To Parents and Affiliates only.......... 20.8 16.7 25.0 20.8 17.4 16.7 
Chemical Products 

To Parents and Affiliates.................... 69.2 74.1 80.8 78.6 75.9 86.2 

To Parents and Affiliates only.......... 34.6 B3e3 30.8 35ia7, 27.6 31.0 
Food and Beverages 

To Parents and Affiliates.................... Soee 89.3 88.9 86.2 83.3 80.0 

To Parents and Affiliates only.......... 14.8 17.9 14.8 17.2 16.7 1353 
Pulp and Paper 

To Parents and Affiliates.................... 91.7 Simo 84.0 73.1 76.0 84.0 

To Parents and Affiliates only.......... 20.8 16.7 16.0 15.4 12.0 4.0 
Other Manufacturing 

To Parents and Affiliates.................... 84.6 80.8 81.5 81.5 87.5 88.0 

To Parents and Affiliates only.......... 15.4 19.2 Pi) 1 2282 20.8 24.0 
Total 

To Parents and Affiliates.................... 85.8 83.4 86.0 83.2 82.2 84.5 

To Parents and Affiliates only.......... 19.7 20.2 21.6 24.1 Phi 7 23) 


*SourceE: Department of Industry, Trade and Commerce. 
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DIRECTION OF EXPORTS 


Another reason for concern is the heavy dependence of the foreign con- 
trolled sector on the United States market. While this is true in the case of 
total Canadian exports as well, the tendency is even more marked with foreign 
controlled companies. Table 33 shows that the proportion of exports by 
“reporting subsidiaries” going to the United States increased from 60 per 
cent in 1964 to 82 per cent in 1969. Companies controlled in the United 
States increased the proportion of their exports to the United States from 
62 per cent to 84 per cent between 1964 and 1969. This compares with 
53 per cent of total Canadian exports going to the United States in 1964 
and 71 per cent in 1969. 


TABLE 33 
EXPORTS OF “REPORTING SUBSIDIARIES” TO THE UNITED STATES* 


1964 1969 


$ 0 $ % 
Total toU.S. toUS. Total toU.S. to US. 


Ali “Reporting Subsidiaries’’.......... 2,784.7 1,680.8 60.4 6,269.9 5,115.3 81.6 
Controlled in the United States........ 2,212.9:1,36128) 461.5), 2556822. 4,669.5 bs 9 
Total Canadian Domestic Exports.... 8,094.2 4,271.1 52.8 14,441.6 10,215.4 70.7 


*Source: Department of Industry, Trade and Commerce. 


“Norte: These figures are not directly comparable with other data from the Industry, Trade 
and Commerce survey since it was necessary to include corporations in the financial and the 
wholesale trade sector to obtain comparable figures. 


The growing importance of foreign controlled companies in total Cana- 
dian exports, their increasing dependence on the United States market, to- 
gether with the greater rigidities involved in intra-corporate trade, mean that 
Canada will have increasing difficulty in diversifying the orientation of its 
economy (including exports), which was one of the objectives set forth in 
the government’s review of foreign policy. 


PERFORMANCE OF SUBSIDIARIES IN OTHER COUNTRIES 


A comparison of the export performance of United States subsidiaries 
in Canada and other countries shows that in 1965 European subsidiaries of 
United States firms were more export oriented than their Canadian counter- 
parts. The proportion of exports to total sales by Canadian subsidiaries was 
lower in most manufactured goods, including non-electrical machinery, trans- 
portation equipment, rubber products and chemicals. Table 34 below shows 
that by 1968 the general picture had changed. Canadian subsidiaries were 
exporting 28 per cent of sales against 26 per cent for European subsidiaries. 
However, if the transportation equipment sector (and hence the effects of 


174 


the Automotive Agreement) is excluded, the data again show that European 
subsidiaries export a larger proportion of sales. 


TABLE 34 


EXPORTS AS A PERCENTAGE OF SALES, 
FOREIGN MANUFACTURING AFFILIATES OF UNITED STATES COMPANIES, 
BY INDUSTRY GROUP AND GEOGRAPHIC AREA, 1968* 


(percentages) 
All Latin 
Industry Group Areas Canada Americat Europe Other 
BOUCHETOOUCIS: crane tei. c ane. 14.4 6.6 24.2 12.3 17.8 
Paper and Allied Products................ 44.0 61.8 Uo83 14.4 3.0 
Chemicals eer ree twin tyeb et tn ms 16.8 123 10.5 27.5 8.9 
Bab ber PrOdUCES 25. coco siskes cleccizeseseoceace 8.4 4.1 1.9 18.9 4.3 
Primary and Fabricated Metals........ 26.3 38.0 23 21.6 28.3 
Machinery, excluding electrical......... 24.7 16.4 10.0 32.9 7.9 
Electrical Machinery......................... 12.1 Hea. 6.9 15.6 125 
Transportation Equipment.............. 28.4 44.3 1.6 26.1 2.9 
Ramet rroducts,.<-)  ee 20.9 14.1 4.4 33.0 6.4 
All Commodities ..000000000.. 00... 22a 21-9 9.5 2587 8.7 
All Commodities (excluding Trans- 
portation Equipment).................... 20.1 20.7 11.0 25.6 10.4 


*SouRCE: United States Department of Commerce, Survey of Current, Business, October 1970, 
p. 20. 


TIncludes “other western hemisphere’’. i 


It is impossible to draw firm conclusions from these statistics. The 
superior export performance of European subsidiaries in secondary manu- 
facturing industries (excluding transportation) may simply reflect their 
greater competitiveness, trade within the Common Market, proximity to 
other export markets, or the fact that United States companies will normally 
have only one subsidiary to serve the whole European market, whereas they 
may have three North American bases—Canada, Mexico and the United 
States. On the other hand, it may reflect the existence of relatively greater 
export restrictions on Canadian subsidiaries because Canada’s closest major 
market is the United States, which is the home country of most Canadian 
subsidiaries. The data do, however, suggest that Canada may not be getting 
its full share of the MNE’s global exports and that efforts should be made 
to increase this share. 


GOVERNMENTAL PRESSURES ON THE MNE 


Table 35 below shows exports of the “reporting subsidiaries” as a 
percentage of their sales. Good export performances were recorded by firms 
classified to the transportation equipment, machinery and fabricating, gas 
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and oil, and electrical products industries. On the other hand, in the pulp 
and paper, chemical products, and mining and primary metals industries, 
exports grew over the period more slowly than did total sales. Exports of 
companies classified to the food and beverage industry declined. It should 
be noted that aside from the resource-based industries, only the transporta- 
tion equipment sector exports a large proportion of output. In other industry 
groups the proportion of sales exported was in the area of ten per cent. 

It is significant that the only secondary manufacturing sector that is 
highly export-oriented is transportation equipment, where government inter- 
vention in the form of the Auto Agreement led to North American rationali- 
zation and a rapid increase in exports. The Defence Production Sharing 
Agreement—another example of government intervention—also led to some 
rationalization and increased exports. This indicates that government inter- 
vention in the foreign controlled sector can, in some circumstances, help to 
promote the establishment of a sounder industrial structure (involving both 
increased exports and imports) and raises the question as to what further 
steps the government could or should take to gain what advantage it can 
from the nature of the MNE by negotiating for the location of more rational 
economic activity in Canada, which may include more imports in some cases. 
The precise form of rationalization is obviously important. Ideally, Canada 
should seek to have located in this country not only production facilities for 
export, but also facilities for R & D, product innovation and world-wide 
marketing if that is reasonable. 

It appears that more and more governments are seeking export and 
other undertakings from foreign multinational firms that wish to establish in 
their markets. For example, when Chrysler took over Rootes in Great Britain, 
they were required to give an undertaking that they would maintain the same 
ratio of exports to production as did the auto industry as a whole. When 
Ford of Britain was allowed to move from majority control to complete 
control in 1960, it gave assurances that it would keep its exports high. When 
the French government gave permission to the Otis Elevator Company to take 
over the French company Saxby, Otis agreed to establish Saxby-Otis as a 
European multinational company which would export to the European mar- 
ket and eventually elsewhere. 

In formulating its trade and other economic policies, Canada must take 
into account the restrictions on exports that may exist in some sectors of 
secondary manufacturing as part of the global marketing strategy of foreign 
firms. Canada must also take into account (as other countries appear to be 
doing) the existence of the MNE and the large volume of intra-corporate 
trade this entails. Recognizing that in the long run the major export decision 
for the MNE is a locational decision, namely where it will locate new pro- 
duction facilities, it follows that Canada must seek to obtain at least part of 
this expansion in this country if such a move could be justified on economic 
grounds. The MNE and its affiliates provide a natural international market 
to realize economies of scale which could be difficult to obtain otherwise. As 
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indicated above, the precise form of such “rationalization” and the quality of 
the activity allocated to Canada would have to be given careful consideration. 
It should be realized, however, that such a policy could involve greater 
integration of the Canadian economy with the world economy. This could 
reduce the degree of control over the domestic economic environment by 
increasing Canada’s vulnerability to foreign government action, which leads 
to the question whether offsetting steps could be taken by the Canadian gov- 
ernment. However, inter-corporate rationalization, to the extent that it is 
based on considerations of cost and efficiency, should reduce Canada’s 
vulnerability to foreign corporate actions. In any event, these considerations 
underline the importance of Canada considering the maintenance of appropri- 
ate controls to ensure that production which is economically rational takes 
place in Canada. 


CONCLUSIONS 


In trying to assess the effects of foreign control on the export perform- 
ance of subsidiaries in Canada, it is important to bear in mind that some sub- 
sidiaries, particularly in the resource industries, have been set up in Canada 
in order to develop and export resource-based products. Other subsidiaries, 
almost exclusively in manufacturing, have been set up primarily to sell in the 
domestic market. Still others may have been set up because of special ad- 
vantages in Canada and may serve domestic and some export markets as 
well. Markets served by a subsidiary are in most cases allocated to it by its 
parent company as part of its global marketing strategy. 

An examination of available data (admittedly inadequate for a defini- 
tive judgment) shows that: 

(i) In aggregate terms, subsidiaries are expanding their export sales 
and exporting an increasing proportion of their production (al- 
though in no small measure this reflects the impact of the Auto- 
motive Agreement on the transportation equipment sector). 

(ii) The structure of exports of foreign controlled companies and the 
structure of the total Canadian exports are basically the same, with 
about two-thirds of exports of both groups in resource-based in- 
dustries. However, because of the high degree of foreign control in 
both manufacturing and resource industries, it is impossible to 
determine from these data whether the high proportion of rela- 
tively unprocessed, resource-based exports is due to basic Cana- 
dian comparative advantage in the resource industries, the 
existence of restrictions on exports of manufactures, or some com- 
bination of both. The structure of exports may also reflect the basic 
determinants of trade, and probably reflects some combination of 
all three factors. 
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(iii) A more direct test of the impact of foreign control on exports— 
the correlation between degrees of foreign Ownership and export 
performance—shows that in the aggregate no such obvious rela- 
tionship exists between the two variables. 

(iv) An even more direct test—the comparison of the export per- 
formance of comparable Canadian and foreign controlled com- 
panies—also fails to reveal any significant differences in export 
performance. 

(v) Nevertheless, an examination of the export policies of a large 
number of subsidiaries in manufacturing industries indicates that 
export restrictions exist in a large number of cases. 


The statistical data raises the question why foreign controlled firms are 
not outperforming Canadian controlled firms in view of the international 
structure of foreign direct investment. It Suggests that the general economic 
environment is a more important determinant of export performance than 
ownership. The general business environment is, however, influenced by 
the high degree of foreign control in the economy. Domestic innovation, 
which often lies at the heart of good export performance in manufacturing 
in economies with relatively high labour costs, tends to be stultified in those 
industries where foreign control is high and where Canada is importing 
technology and other industrial inputs. Foreign control tends to perpetuate 
the existence of an inappropriate industrial structure based on short runs 
of a wide variety of products and in many cases the use of technology de- 
signed basically for a larger market. Both these factors tend to raise costs 
and reduce competitiveness. There may also be a tendency for the foreign 
MNE to seek the perpetuation of tariffs and other economic policies both 
at home and abroad to protect its existing pattern of investment. The 
general business environment cannot, therefore, be regarded as a complete 
and independent explanation of the export performance of foreign controlled 
firms and of the Canadian economy. 

This is an important issue, since trade in manufactures is increasing 
more rapidly than trade in resources and the terms of trade are progressively 
turning against many resources. If Canada does not develop greater distinc- 
tive capacities or succeed in reducing costs as a basis for greater exports 
of manufactures, it may not maximize its potential for high living standards 
which ultimately depend on the most productive use of human and other 
resources. It could also lead to an economy more subject to cyclical fluctua- 
tions and result in a less stimulating social and economic environment. 

Without denying the benefits of affiliation and the importance of im- 
proving the general business environment in Canada, it is clear that there 
is a potential for better performance from some foreign controlled companies. 
{t is known that export restrictions exist in a significant number of cases 
as part of the marketing strategy of parent Companies or as a result of the 
>xtraterritorial application of foreign laws, policies or regulations. In some 
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cases, these simply reflect the relative costs of production in Canada and 
other markets. In other cases they are more or less arbitrary. In the latter 
case, subsidiaries may be prevented from exploiting potential increases in 
competitiveness gained through affiliation. Canadian controlled firms may 
also be subjected to export restrictions through licensing arrangements. While 
the impact of these restrictions is impossible to quantify, it is likely that 
they have, in a significant number of cases, reduced Canadian competitive- 
ness by limiting the achievement of economies of scale, the scope for 
managerial decision-making, the possibilities for R & D and product innova- 
tion and additional tax revenues. Against these costs must be weighed the 
advantages accruing to Canada from the protection which these restrictions 
offer to Canadian production. However, in aggregate, it is unlikely that the 
domestic market gains outweigh the loss of export opportunities. In any 
event, every effort should be made to remove any arbitrary export restric- 
tions that exist. 

In addition to the existence of export restrictions in some cases, there 

are other reasons for concern: 

(i) The proportion of inter-affiliate trade is large and increasing. In 
general, this trade is not as subject to market forces as arm’s length 
transactions. The question arises whether these trade patterns, 
based in part on administrative decisions by foreign parent com- 
panies pursuing their own corporate interests, will respond to 
Canadian policy objectives and to the underlying economic cir- 
cumstances. For example, the fact that a high proportion of 
exports of foreign controlled companies is concentrated in the 
United States market makes more difficult a policy of diversifica- 
tion, which was advocated in the government’s foreign policy 
review. 

(ii) Other governments appear to be exerting increasing pressures on 
foreign investors to locate export facilities in their territory. Ex- 
perience suggests that foreign controlled companies respond to 
pressures of this sort (e.g., Chrysler and Ford in Britain, Otis Ele- 
vator in France). Unless the Canadian government arms itself with 
a sufficient number of levers and mobilizes its bargaining power, it 
may find foreign investors, particularly MNE’s, making deals with 
other governments at Canada’s expense. 


POLICY ALTERNATIVES RELATED TO FOREIGN CONTROL 


A number of possible policy alternatives can be dismissed summarily, 
in so far as they relate to export performance. A general ownership rule (e.g., 
requiring 51 per cent Canadian control of the voting shares of all Cana- 
dian companies) is unlikely to induce a foreign parent to locate more export 
activity in Canada. Indeed, the result might be the reverse, since profits 
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would then have to be shared on a 49/51 per cent basis. An arbitrary rule 
across all industries requiring a foreign controlled company to export, say 
twenty per cent of its output, is clearly uneconomic and unworkable, but 
a rule applying to one industry may be feasible. 

The most promising alternative to be considered is the use of a review 
procedure and the resulting mobilization of Canadian bargaining power to 
obtain more export activity in Canada. Since a substantial degree of market 
allocation occurs between parent and subsidiary companies, and particularly 
within the multinational enterprise, a review process could seek to increase 
the allocation of markets to Canada. The existence of a foreign parent, and 
perhaps subsidiaries in other countries, would be turned to Canada’s ad- 
vantage to the greatest extent possible. The international structure of foreign 
investment would be used as a vehicle for enlarging markets and increasing 
exports in cases where this is economic. This, in effect, is what took place 
under the Canada-United States Automotive Agreement. 

Since there are limits to Canada’s bargaining power and what can be 
achieved through a review process, the government must consider other 
possible approaches to its objectives in the export field. One such approach, 
which could supplement a review process, is the development of strong 
Canadian controlled, export-oriented multinational companies in those sectors 
of industry where the MNE form of organization provides distinct advantages, 
where foreign investment adds no Significant benefit, and where a base for 
efficient operations exists in Canada. Initially, this policy would probably 
be most effective in the resource-based industries. In the manufacturing 
industries, the Canadian MNE would probably pose many of the same 
problems as the foreign MNE in terms of maintaining strategic activities in 
Canada. Canadian ownership of MNE’s would not remove the need to watch 
their behaviour carefully. This question is discussed more fully later. 

Other aspects of policy considered elsewhere in this study will also 
affect export performance, for example: 

—improvements in the general business environment, lowering costs 
and increasing the efficiency of the economy as a whole; 


—further processing of Canadian raw materials before exporting; 

—the transfer pricing provisions of the Income Tax Act; 

measures to counteract the extraterritorial impact of foreign laws, 
policy, and regulations; 

—improving the quality of information on the performance of foreign 
controlled companies. 
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Chapter Eleven 


THE IMPACT OF FOREIGN CONTROL ON THE 
PROCUREMENT POLICIES AND IMPORT 
PRACTICES OF SUBSIDIARIES IN 
CANADA 


INTRODUCTION 


This chapter considers the impact of foreign control on the procurement 
policies and import practices of subsidiaries in Canada. An examination of 
the growth and composition of imports of Canadian subsidiaries reveals that: 


(i) Foreign controlled companies are importing about one-third of 
their requirements and this proportion is increasing. 


(ii) Between thirty and forty per cent of total Canadian imports are in 
the form of inter-affiliate dealings and this proportion is increasing. 


(iii) Foreign controlled companies tend to import from the country of 
the parent company and indeed from parents and affiliated com- 
panies. 


(iv) Imports tend to be high in those sectors where foreign control is 
high and where parent companies are themselves exporting a high 
proportion of production. 


(v) Foreign controlled companies appear to be more import oriented 
than Canadian controlled companies. 


Two important questions arise from these findings: 


(i) Are Canadian subsidiaries free to procure from lowest cost sources? 
This involves an analysis of the reasons which underlie the procure- 
ment practices of Canadian subsidiaries. 


(ii) What is the impact of this procurement pattern on the development 
of the Canadian economy? 


The answers to these questions lead to a discussion of possible alter- 
_ hative policies to maximize the net benefits to Canada in the field of procure- 
_ Ment of goods and services by foreign controlled companies. 


Before proceeding, it is important to make two things clear. Firstly, when 

a subsidiary is importing a large proportion of its requirements, there are two 

_ basic ways of reducing this volume of imports. For that portion being im- 
ported from the parent, efforts could be made to persuade the parent to locate 
_ production in Canada, if this is economic. This would lead to more efficient 
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production, based on a rationalized structure between parent and subsidiary, 
and probably result in an increase in both exports and imports. This is what 
occurred under the Canada-United States Automotive Agreement. For that 
portion of imports which the parent or subsidiary is purchasing at arm’s length 
from third parties, efforts could be made to locate a Canadian supplier. 
Secondly, it is important to emphasize that a reduction in imports and maxi- 
mizing production in Canada, regardless of economic cost, is not a desirable 
objective of policy. Efforts to increase production in Canada must be premised 
on it being economic to do so. 

It should also be pointed out that data on procurement policies and 
practices of foreign controlled companies are not readily available; indeed, 
they are even more difficult to come by than in the case of export restrictions 
discussed in the previous chapter. 


GROWTH OF IMPORTS OF FOREIGN CONTROLLED FIRMS 


Table 36 shows that the “reporting subsidiaries” are importing about 
one-third of their total purchases and that this proportion is increasing. 
Between 1964 and 1969, imports of “reporting subsidiaries”, as a proportion 
of their total purchases, rose from 28 to 38 per cent. In the case of com- 
panies controlled in the United States, imports as a percentage of purchases 
increased from 26 per cent in 1964 to 39 per cent in 1969; they decreased 
from 43 to 36 per cent of purchases in the case of companies controlled in 
Britain. 

If the imports and purchases of the “Big Four” automobile companies 
(G.M., Ford, Chrysler, and American Motors) are excluded (and hence the 
effects of the Canada/United States Automotive Agreement), imports as a 
proportion of sales remained stable at about 25 per cent. It should also be 
remembered that the large imports by the automotive sector are offset by large 
exports because of industry rationalization. The increase in the proportion 
of purchases imported by United States controlled companies appears to have 
been offset by the decrease in the proportion imported by British controlled 
companies. 

Because of the short time span involved, it is difficult to determine to 
what extent the large and increasing proportion of imports reflects a general 
trend, or to what extent it is merely part of a normal cyclical development. 
This question will require further research in future. For present purposes, it 
is sufficient to note that the volume and values are large and growing. 


As a proportion of total Canadian imports, imports of “reporting sub- 
sidiaries” increased from 32 to 40 per cent between 1964 and 1969. Even if 
the transportation sector is excluded (it was not possible to exclude just the 
“Big Four” because Statistics Canada does not collect import data on a com- 
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pany basis), imports by “reporting subsidiaries” still rose from 20 to 24 per 
cent of total Canadian imports between 1964 and 1969. 

Aside from the general qualifications which must be introduced because 
of the sample of “reporting subsidiaries” involved, it is important to realize 
that these import figures generally include duties and transportation charges 
within Canada (i.e., import values are mainly c.i.f.). They are thus inflated 
by some significant but unknown amount above the import data collected by 
Statistics Canada. On the other hand, purchases of imported capital equip- 
ment, if made from a Canadian agent of a foreign company, are regarded by 
many reporting companies as Canadian purchases, thus offsetting this over- 
statement to a certain extent. 


TABLE 36 


TOTAL MERCHANDISE PURCHASES AND TOTAL IMPORTS— 
ALL “REPORTING SUBSIDIARIES” * 


1964-1969 
($ millions) 
Percentage 
Minus 
“Big Four’ 
Total Total Automobile 
Purchasest Importst We Companies 
All “Reporting Subsidiaries” 
|. bce a a i 8,740 2,430 28 25 
‘21 ht ee tld RS 10,008 2,992 30 25 
LS ae ae eee 11,686 3,481 30 23 
Cc pe 12,585 4,068 32 23 
aOR Merete 2 Pes Oe 13,504 4,966 a7 24 
LSS A a 14,769 5,684 38 25 
U.S.A. Controlled Companies 
LO eee ne | 7,323 1,898 26 22 
IA 2 ey a a cr 8,457 2,445 29 23 
LLCO Us ct a ek 9,942 2,968 30 22 
Lt Ce ed Loe 10,972 3,608 33 22 
MOOS Dect. A SOE: 11,724 4,422 38 23 
GS Perea ee ON 12,864 5,043 39 23 
British Controlled Companies 
oS, LS ee ee 771 334 43 
MRO Sree es o00 sy oe epee, « 855 326 38 
LLL eis ae ae 1,063 315 30 
|S Ge cantt ee a 1,060 317 30 
NS 6 ot re SE ae Beta 1,027 326 a2 
Regd ee ehh ee ee ee os 1,096 395 36 


| 


*Source: Department of Industry, Trade and Commerce. 

TIncludes merchandise purchases made in Canada. 

fIncludes capital items. 

Note: Total Dollar figures may not add exactly due to rounding. Imports are c.if. 
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Table 37 shows that United States controlled companies purchase the 
bulk of their imports from the United States, This concentration of import 
purchases in the United States increased from 84 per cent of total imports in 
1964 to 92 per cent in 1969. If the “Big Four” automobile companies are 
excluded, imports by United States controlled “reporting subsidiaries” from 
the United States increased moderately from 79 per cent of total imports in 
1964 to 81 per cent in 1969. Subsidiaries controlled in Britain appear to 
demonstrate a similar tendency of importing from the home country; the bulk 
of their imports (over sixty per cent) come from foreign countries other than 
the United States, presumably from Britain. 

It should of course be remembered that the Canadian economy as a 
whole imports significant amounts from the United States. In recent years 
about 70-75 per cent of total Canadian imports have come from the United 
States. 


TABLE 37 


TOTAL IMPORTS OF “REPORTING SUBSIDIARIES” BY COUNTRY OF CONTROL* 
1964-1969 


($ millions) 


Total Imports 


Percentage 
Minus 
“Big Four” 
Other Foreign Automobile 
From U.S.A. Countries Companies 
Ve Zo 
U.S.A. Controlled 
1964.25: ee ee ee. Daas 1,599 84 299 16 79 
9655.5 eee Soe eee 2,114 86 331 14 80 
1966 Soe ee eee 2,594 87 374 13 80 
L9G) hen Ge eee ae oes 3,143 87 467 13 76 
1968 55 ees eo 3,993 90 429 10 80 
1 9G9 es. eee nee Oe 4,615 92 428 8 81 
British Controlled 
1964 eee ee oe 119 36 215 64 
1965 2 eee ee 134 41 192 59 
19 GG ra. oe hee eae 129 41 185 59 
L9G Gis eon eee tte 121 38 196 62 
LOGS ee eee 114 35 211 65 
1969: Lied: mee: Ee 136 35 257 65 


*Source: Department of Industry, Trade and Commerce. 


Thus far it has been shown that foreign controlled companies (includ- 
ing the automotive sector) import a large and growing proportion of their 
total purchases and that these imports tend to come from the country of the 
parent company. Table 38 shows that a high proportion (about three-quar- 
ters) of the imports of “reporting subsidiaries” came from parents and affil- 
iates and that this proportion is increasing (from 67 per cent in 1964 to 76 
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per cent in 1969). If the “Big Four” are excluded, imports of “reporting 
subsidiaries” from parents and affiliates rose from 65 per cent to 70 per cent 
of total imports between 1964 and 1969. 

Table 38 also shows that United States controlled companies purchase a 
higher proportion of imports from parents and affiliates than British controlled 
subsidiaries, but that this latter Proportion is increasing at a more rapid rate. 

The proportion of total Canadian imports accounted for by imports of 
the “reporting subsidiaries” from parents and affiliates increased from 22 per 
cent in 1964 to 31 per cent in 1969. 


TABLE 38 


“REPORTING SUBSIDIARIES”: MERCHANDISE PURCHASES 
FROM PARENTS AND AFFILIATES* 
1964-1969 


($ millions) 


Merchandise Percentage Percentage 


Importst With Minus the 
Total From Parents “Big Four’ 
Merchandise _ Parents and and Automobile 
Imports Affiliates Affiliates | Companies 
All “Reporting Subsidiaries” 
1 her nl a el lg 2,430 1,628 67 65 
Sogo reeea?. fore i el 2,992 2,035 68 64 
(pts) a a a 3,481 BD LY) 70 66 
“IL fot SSS See ee 4,068 2,891 71 68 
TIGR c ere eee eee 4,966 3,722 15 68 
a ae fee en rc te 5,684 4,312 76 70 
U.S.A. Controlled 
Ae CL 1,898 135i 71 70 
ROG eee ne 2,445 1,726 71 67 
Doormat? EN pe 2,968 2,156 73 70 
| Ds ya ck a 3,608 2,607 72 70 
EGG See ea 4,422 3,365 76 69 
ODay ei Po co ne ices en 5,043 3,898 Thi 71 
British Controlled 
Le 1 le en oe 334 113 34 
[Soy eee ee 326 128 39 
|S «be Sl ie 315 112 36 
BN er ey sete 317 161 51 
Asa eben eee A ME 326 172 53 
ToDo meets Witeney & 395 214 54 


*Source: Department of Industry, Trade and Commerce. 
TIncluding capital equipment. 


Leaving aside for the moment the question whether foreign controlled 

companies are maximizing procurement in Canada in cases where this is 

economic, these developments raise a number of serious issues for government 
policy. 
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Firstly, the large and growing proportion of total Canadian imports 
accounted for by intra-corporate trade increases the scope for transfer price 
arrangements detrimental to the Canadian treasury if present laws and their 
administration are not adequate. This question is considered in Chapter 
Thirteen. Of greater significance, however, is the fact that increasing propor- 
tions of Canadian imports result from intra-corporate administrative decisions 
and are somewhat further removed than arm’s length transactions from the 
disciplines of the market place. It increases Canadian exposure and vulnera- 
bility to the decisions of other governments and could make it more difficult 
for the Canadian government to implement some of its policies; for example, 
a government policy to diversify sources of imports. On the other hand, 
depending on the circumstances, the existence of production facilities in 
Canada could facilitate a government decision to rationalize a certain in- 
dustry. These questions are considered further below. 


COMPOSITION OF IMPORTS 


Table 39 below shows that imports of the “reporting subsidiaries” are 
quite highly concentrated by sector. Imports were 30 per cent or more of 
purchases in 1968 in the following sectors: transportation equipment (70 
per cent), machinery (46 per cent), electrical products (33 per cent), 
other manufacturing (33 per cent), and chemicals (30 per cent). Imports 
as a percentage of purchases are increasing in the case of transportation 
equipment, machinery, and electrical products. Imports tend to be small— 
both absolutely and as a percentage of purchases—in resource-based in- 
dustries. 


It is significant that all the industries in which imports represent a 
relatively high percentage of purchases have these common characteristics: 


(i) a high degree of United States ownership; 


(ii) United States parent companies that spend significant amounts on 
research and product innovation; 


(iii) United States parent companies that export a large proportion of 
sales; and 


(iv) Canadian exports that are low as a percentage of sales (except in 
those industries that are rationalized, for example, automobiles). 


This would seem to confirm the analysis of the determinants of direct invest- 
ment outlined earlier. It was pointed out that the development of a dis- 
tinctive capacity—perhaps through research and development—leads to the 
ability to penetrate foreign markets either through exports or foreign direct 
investment. It was also suggested that foreign direct investment permits 
entry to a foreign market in minimal form with a number of activities retain- 
ed for itself by the parent in the home economy. In these circumstances 
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TABLE 39 


“REPORTING SUBSIDIARIES”: PERCENTAGE OF PURCHASES IMPORTED* 
1964-1968 


1964 1965 1966 1967 1968 


Mining and Primary Metals 


INeo-capital Goods a. eee 28.4 29.5 Died. PL Qe 23.2 
Gapical Equipment... Jain a te Yeah 10.0 3.4 5.4 14.4 10.9 
POOL Ae Actin th RAN PIES fet AN 25.9 PAY. JI 21.6 24.9 21.8 
Gas and Oil 
iNon-Capital. Goods is asi ea Bee 25.0 24.7 23.4 22.6 6.6 
Sata EP QUIDMEN 25. 95 ole eel erent cy! ai) 1.4 3.0 4.5 ell ite th 
POG cena Memeo ee tt eee 23.0 DT Mb 20.8 24.4 
Machinery and Fabricating 
iNOn-Capital Goods... fe, eee 38.8 39.3 40.6 41.7 44.9 
MfapitaliEquipment. Sees tp we esc 39.2 - 44.4 61.9 63.1 55.8 ® 
TiC ESTP nt ee a oy ee ae eee 38.8 40.0 43.6 45.0 46.1 
Transportation Equipment 
INon- Capital, Goods isise, Aes: cel ecdessects ccs ds: 44.6 363 56.4 63.4 71.3 
Reo rntAL ECuIDMNCH ttc Oise, hoe eee 33.9 39.7 3222) 52a 32.3 
EOLA tee eee RE Ee 43.9 52.0 54.5 61.7 70.1 
Electrical 
INGisCaplial GOOdst. 4. ee 30.1 31.2 SLES) 31.0 34.1 
Capital Equipment aise. cee te oe PPD T 17.2 22.6 13.6 15.6 
DG Cal ei eee ON, a Ee GT 29.8 30.2 30.8 28.3 32.6 
Chemicals 
INon-Capital Goods... ne, BBY 7/ 36.0 32.0 31.7 33.9 
Capital Equipmentle A Oly IO es 8.4 7.9 6.1 6.4 6.1 
Ota, See Pee A. Cy OPT iet as 2a. 32.9 BieS 1931 28.0 30.4 
Food and Beverage 
INon-Capital Goods... se Se 24.6 PDD} 19.9 7 20.1 
Capitalbequinment 0... 2.6: nc eeatethe ot ce OM] 9.8 10.8 10.2 Ye? 
BE OLA pec tierener ine sted eee, etearcrca heats hoses 24.1 PAL ST 19.6 19.3 19.7 
Pulp and Paper 
ion-Capital Goods...............20he........s 7.9 Ook) U3? Gra, 7.0 
Capital Equipment... ee 6.6 6.3 4.4 Sez 6.7 
AUER has ee eo ee Cee Sy cen USE US 6.6 6.3 7.0 
Other Manufacturing 
motecapital Goods co. ease bese socio, 33.0 34.0 31.5 30.5 SPI67/ 
Capital BQuipMent 6.6. .c.ccocccccesat cose cose. 22.6 29.7 17.2 40.0 40.4 
SUE acer eat ee sede antes 5, 9 balla A 32.0 3},5) 29.5 31.4 33.4 
Wholesale Trade 
morc apital Goods...) 8: 25.6 Pfeil 23.6 26.0 25.8 
Se APLial sl uipiicntte. ea eee. Sb 63"6 20.0 — 20.0 48.0 
1G Ree ee ce tl ae as ae PBT 27.0 23.6 26.0 24.4 
Other Non-Manufacturing 
mn on-GCanital Goods acensor sees ercast eeeernereeees 5.1 6.1 5.8 4.4 6.0 
Papital Equipment 2 a,.10%e soc conte adn 4.2 4.0 Srl Das 1.3 
HOD ee Ren fee en et oe 5.0 6.1 5.8 4.4 4.5 


*SourceE: Department of Industry, Trade and Commerce. 
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there is likely to be a substantial volume of imports by the subsidiary from 
the parent. This situation has serious implications for the ability of the 
Canadian authorities to secure greater production in Canada in these in- 
dustries. 

Table 40 below shows exports of United States parent companies to 
affiliates (i.e., imports by subsidiaries from United States.parent companies). 
These statistics, based on United States sources, confirm the findings in 
Table 39. They also show that in total, and in most of the particular in- 
dustrial categories, imports as a percentage of sales of the subsidiary com- 
panies were higher for Canada than for other areas in which United States 
subsidiaries are located. Imports by Canadian subsidiaries represented fifteen 
per cent of their sales, whereas imports of subsidiaries in other areas were 
less than ten per cent of sales. The United States Department of Commerce 
suggests that differences result from superior reporting practices by Canadian 
subsidiaries. However, there are a number of additional factors possible, 
such as Canada’s proximity to the United States, greater similarity of pro- 
duct lines and less need for local adaptation. The figures suggest that the 
government should consider looking closely at the amount of importing by 
foreign subsidiaries with a view to determining whether some production 
could be shifted from the parent to the Canadian subsidiary, or whether 
goods being purchased by the parent from arm’s length suppliers in its home 
market could be bought in Canada on an economic basis. 


TABLE 40 


UNITED STATES EXPORTS TO FOREIGN-PRODUCTION AFFILIATES OF UNITED 
STATES MANUFACTURING FIRMS BY INDUSTRY OF AFFILIATES AND 
BY TYPE OF EXPORTS, 1964* 


Exports to Affiliates Exports to Affiliates 

(millions of U.S. dollars) as Y, of Their Sales** 

Industry of Foreign Affiliates All Areas Canada All Areas Canada 
Roodiproductsis. eee 165 53 3.3 4.1 
Paper and allied products.................. y/ 224) 2.9 P59) 
Chemicals 34 fier 8 Pt pan ts aera, 638 207 8.4 11.7 
Rubber products as ee 156 46 8.2 9.5 
Primary and fabricated metals.......... 189 74 Den Sal 
Machinery (except electrical)............ 730 331 14.1 29.5 
Electrical machinery....................0000.-+. B50) 245 10.4 23.0 
Transportation equipment................ 1,293 651 ew, Drill 
Otherniproductsi = sae eee 484 205 Tie? 16.1 
TOtal icvogene scare. aioe 4,068 1,840 9.6 15.1 


ocee United States Department of Commerce, Survey of Current Business, December 1965, 
pp. 1o— 


**Excludes exports of capital equipment for use by foreign affiliates ($198 million) and exports 
for sale by the foreign affiliate on a commission basis ($275 million). 
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A study based on the examination of the import practices of 220 
foreign controlled firms broadly supports the above conclusions.1° It shows 
that roughly one-third of the firms surveyed purchased 90 per cent or more 
of their components, materials, and services from Canadian sources, another 
third purchased between 70 and 89 per cent from such sources, and the 
remaining third, less than 70 per cent. For the group in general, imports 
were largely from the United States, with about 74 per cent of the firms 
indicating that they took 70 per cent or more of their imports from that 
country. The parent firms abroad are the major source of subsidiary 
imports into Canada. In addition, this study reveals that: 


(i) The percentage of purchases from suppliers in Canada is higher for 
the larger firms than for the smaller ones. 


(ii) There does not appear to be much relationship between the age 
of the firm and domestic content. 

(iii) Those firms which produce a minority or only a few of the 
parent’s products have a higher domestic content in their purchases 


than do those producing a much wider range of products relative to 
the parent’s. 


The study also confirmed the conclusion noted earlier that the industries 
oriented to primary resources have a very high Canadian content in their 
purchases, while industries such as transportation equipment and electrical 
products, generally tend to have a significantly lower domestic content in 
purchases. 


COMPARISON OF CANADIAN AND FOREIGN 
CONTROLLED FIRMS 


There are very few statistics on which to make a comparison between the 
import practices of Canadian and foreign controlled firms. What there is, 
however, points in the same direction and indicates that foreign controlled 
firms are more import oriented than Canadian controlled firms. One study 
showed that 36 per cent of Canadian controlled companies bought 95 per 
cent or more of their materials and parts, equipment and services such as 
insurance, advertising, and accounting in Canada, as against 11 per cent 
of the non-resident owned firms which bought the same proportion.1! Similar 
proportions of these firms—33 and 36 per cent respectively—made 80 
to 94 per cent of their purchases in Canada, while a correspondingly greater 
Proportion of the non-resident owned firms made less than 80 per cent 
of their purchases in Canada. The greater import orientation of the non- 
resident controlled firms persists whether one looks at all firms with assets 
of $1 million or more, or only at those with assets of $25 million or more 


7° A. E. Safarian, Foreign Ownership of Canadian Industry, McGraw-Hill, 1966. 
4 A. E. Safarian, op. cit. 
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(see Table 41 below). While these data have limitations, related primarily 
to the use of a survey and interviewing technique, the bias in the replies to 
the questionnaire would probably tend to be in favour of sourcing in Canada. 
The fact that the results run counter to the expected bias gives one greater 
confidence in the conclusion. 


TABLE 41 


PROPORTION OF PURCHASES IN CANADA 
RESIDENT OWNED AND NON-RESIDENT OWNED COMPANIES 
WITH ASSETS OF $1 MILLION OR MORE 


Percentage of 


purchases in Assets of $25 Assets of $25 
Canada All firms million or more All firms million or more 
R NR R NR R NR R NR 
(Number of firms) (Percentages) 
O5randioveraee ee 35 18 8 4 36 11 40 11 
ps Bs al ae Seer 13 28 4 6 14 18 20 17 
80-89. ee eee 18 29 4 6 19 18 20 17 
1OATS Sore 7 23 — 5 7 14 0 14 
60269 hen Perio 6 16 1 5 6 10 5 14 
50-59: eat, wore 3 6 — 1 3 4 0 3 
AQHAO oF cedars 1 6 — 1 1 4 0 3 
302397 sore ae — 6 — — 0 4 0 0 
Below 30................. 2 a — — 2 4 0 0 
Not available or no 

TESPODSC eee 11 21 3 7 12 13 15 20 
Total 96 160 20 35 100 100 100 100 


Averages for above data (percentages) 


All firms Manufacturing only 
Pirstiquartiles ce eee 96 90 95 90 95 90 
Mediant):. 420... ec, See ee 90 80 90 85 90 80 
hird quartilesn cats ae ee 80 64 86 70 75 65 


Nore: R means resident owned, NR means non-resident owned. 


The high import propensity of foreign controlled firms is confirmed 
by Table 42 below, which shows the significance of imports in relation to 
varying degrees of non-resident ownership. There were twelve categories in 
which imports were significant (more than twenty per cent of output). All 
twelve occur in groups where Canadian dominated corporations own less 
than sixty per cent of total group assets. In other words, the import 


significant groups were confined exclusively to sectors in which non-residents 
had at least forty per cent control.2 


“ This finding is confirmed by B.W. Wilkinson, Canada’s International Trade: An Analysis 


of Recent Trends and Patterns, The Canadian Trade Committee, Private Planning Association 
of Canada, pp. 145-ff. 
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TABLE 42 
IMPORTS BY DEGREE OF FOREIGN OWNERSHIP OF INDUSTRY * 


($ millions and percentage) 


Non- 
resident 
Industry ownership Imports 

ae 

7o $ Zot 
Petroleum and coal products..........ccccccccseeceeeee. 97.9 137.8 11.1 
BOUODEE PIOCUCtS mt Mt ION ets. Lee ee SANT 59.8 19.5 
‘Rransporcequipments.s.eur. ee 84.5 852.5 47.2—Mt 
Chemicals and chemical products............0.ccc.0. 84.3 395.4 27.1—M 
BED DRCOO LN TOGUCES 25 aici Wee Ad Sn eee 82.1 9.2 2.8 
Mineral Tuclsee net rn. cn inns al eee me TAD | 487.8 56.1—M 
INEACHINICLY. 3 Ce te Pee eee a ee 70.5 947.7 110.0—M 
Blectrical-productsits..<.F.4..200.2@ eon. 64.3 410.6 35.7—M 
Fruit and vegetable processing. ...0.........cccccccccccss. 62.2 110.8 32.9—M 
Primary metal manufacturing...0.0000.00.0.0.ccccccc. 56.8 300.6 11.3 
Miscellaneous manufacturing.......00....0....cccccccccse. 53.5 361.0 60.4—M 
COMER MINING ee A ee 2a 56.4 20.5—M 
Frextie ills. Ase.) eet elas. walang oe 50.8 407.2 45.7—M 
DOUMECIIO MSR er est. eaten. me ae nc tk Ae, 49.8 4.7 26.8—M 
Non-inetallic: minerals -.....¢2000sc6e.c.ks thee. 46.5 154.3 22.8—M 
Winensood products :c7 2.1... eee es 45.5 173.4 19.2 
vietal ta Oricating so. 8...a eee. ee 42.1 341.6 23.1—M 
Paper and allied industries. .....0.0.0.00....ccccececceeees 40.5 103.2 4.9 
MetaM MUNIN gS 5. ck Je aw Peed ca Rk his, 39.6 126.5 10.6 
BALE YA Dt OCUCLS x. stip ence OT A eee. wah. 37.9 12.1 1.3 
Sera PLOGUCIS oe ete Ma he 31.4 Ut 14.1 
Wholesale and retail trade... ceccececcccesees .0 0 
RCE DEOCUCS ic cud. ech. Lo Pee coca i is Diez 71.7 Woes 
LeALHEL DE OCUCS 20 bee shore a dl Loe ke ee 20.9 44.6 15.3 
PERIEDEOCUCIS Sette ea te kee 19.5 76.1 4.7 
Ronspunigy mills”. .caeee, ke Ae i eee 19.0 39.7 18.2 
PpRtilericn a 3G ANG bey te eliey Price th. x | 9y 17a 61.0 14.2 
EISNCRS SCEVICOS fhe OS eSB eo eh ic, 1p 10.6 
POIMULC raga ee ete, ee 15.0 35.2 9.6 
ROPES Y Sen on ee ee 14.2 14.7 17.5 
Bonstiuction as: eG hoes oy els . Joey) hh 13.0 .0 0 
Printing and. publishitig:..0:.42.5: cicwetlasecsovesccdslloxs 12.9 144.7 17.0 
ESD PSV EDTOUUCTS 2.081), oie ale dt see a 11.6 11.8 2.6 
PU OMCNOLLTCS Reenter Gon, need 11.2 15.9 hee 
SPROUTS Ad... trees oe ee ee ile GS 11.1 61.7 Tea 
Transportation and storage...............ccccccccccccscesees 7.6 80.9 2.3 
Pinancial institutions..cstis... cisisscauscse.coksdesieeevdedehes 
SP OMMULICA TON ere so tae eine an ee 6 17.6 1.7 


ee eee 
*SourceE: CALURA 1966 and DBS. 


{This per cent has been calculated by comparing competing imports with commodity out- 
puts inclusive of intermediate output and after deducting competing imports. Re-exports (mainly 
capital equipment) are also included. 


tM—Imports larger than 20 per cent of total output. 
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THE FREEDOM OF SUBSIDIARIES TO PURCHASE 
FROM THE LOWEST COST SOURCE 


The analysis to this point has indicated the large and growing propor- 
tion of imports from parents and affiliated companies; the high degree of 
imports in those industries in which parent companies are doing a substan- 
tial amount of exporting; the fact that imports as a proportion of sales are 
greater for Canadian subsidiaries of United States companies than United 
States subsidiaries in other countries; and the greater import propensity of 
foreign controlled companies in comparison with Canadian controlled com- 
panies. These facts raise the question why this behaviour is different and, in 
turn, a further question as to whether subsidiaries are free to purchase from 
lowest cost sources. 

Information obtained from the Department of Industry, Trade and 
Commerce indicates that most subsidiaries claim to be free to purchase 
from the lowest cost source. Almost one-half of the 885 replies received to 
a letter sent out by the Minister of Trade and Commerce in 1967 stated 
that the respondent company sought out and tried to develop economic 
sources of supply in Canada as a matter of policy. A few companies stated 
that they were willing to pay a slightly higher price for Canadian supplies in 
order to establish sources in Canada because the convenience of readily 
available suppliers outweighed any minor price difference. One comment 
frequently made was that the Canadian subsidiary was allowed complete 
freedom in sourcing its supplies. Only twelve companies reported that they 
were not free to purchase from the most economic source. This conclusion 
is broadly confirmed by an examination of particular companies and their 
procurement policies, although there are some important exceptions. 


A broadly similar picture emerges from the Safarian study. It found 
that half of the 220 Canadian subsidiaries surveyed believed that affiliation 
had no direct effect on their imports, or a limited one at most.1? (This must 
be qualified, however, by the fact that indirect effects of affiliation are often 
significant, inasmuch as similarity of products produced by the two affiliated 
firms leads to substantial imports of components, as discussed further below.) 
Forty firms (21 per cent) indicated that the direct effects included joint 
purchases with the parent, contacts with suppliers and others that were de- 
scribéd as helpful to the subsidiary. Eleven firms (six per cent) reported 
tied arrangements of various kinds, such as required purchases of parts from 
the parent or its affiliates. Thirty-four firms (eighteen per cent) indicated 
affiliation resulted in large purchases from the parent, although half of these 
explicitly stated that they could buy elsewhere if they wished. 


The question arises whether this evidence of freedom to purchase from 
lowest cost sources is consistent with the evidence of higher import pro- 


% A. E. Safarian, op. cit., Chapter 5. 
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pensity given above. Several considerations seem relevant. Firstly, the 
evidence on the extent to which subsidiaries are free to purchase from low- 
est cost sources is based almost entirely on the claims of subsidiaries’ man- 
agement. While not invalidating the conclusion, this suggests that it should 
be treated with some degree of caution. Secondly, it is not clear whether the 
respondents to the 1T&c letter were in all cases referring to total purchases 
(including those from parents and affiliates) or only to arm’s length pur- 
chases. It is to be expected that subsidiaries would have greater freedom of 
choice in the case of arm’s length purchases. Lastly, there are a host of other 
factors which help to explain why subsidiaries are more import-oriented. 
These are considered in the next section. In considering these factors, it 
Should be remembered that a subsidiary has a variety of alternatives open 
to it to meet its needs for goods and services, such as: 


—purchases from the parent and affiliates; 
—purchases from the parent’s suppliers; 
——arm’s length procurement abroad; 
—arm’s length procurement in Canada; 
—-production of its own requirements. 


Since a decision to purchase within the corporate family appears to be based 
on different considerations than a decision to purchase at arm’s length, this 
question is considered separately. 


REASONS FOR THE HIGH PROPENSITY OF SUBSIDIARIES 
TO IMPORT FROM PARENTS AND AFFILIATES 


Foreign controlled firms import such a high proportion of their needs 
from parents and affiliated companies for a wide variety of reasons. Among 
the most important are considerations of product distinctiveness (i.e., 
unavailability in Canada from any arm’s length source), higher costs in 
Canada (due to industry structure, fragmentation of runs, and so on), 
and the costs of research. In addition to these three fairly clear reasons, there 
are other considerations related to the parent-subsidiary relationship which 
help to explain this high import propensity. 


PARENTAL CORPORATE STRATEGY 


In discussing the nature and determinants of direct foreign investment, 
it was pointed out that trade and investment both have similar basic 
motivations, that is, a desire to secure additional markets to exploit some 
distinctive advantage. It follows that the import content of production is 
likely to be high because the parent and the subsidiary usually are producing 
identical or basically similar products. The parent company will want 
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to maximize its economies of scale by producing components or end 
products for the subsidiary where the Canadian tariff, transportation and other 
costs relating to importing the component are not prohibitive. In addition, 
the parent will tend to resist transferring production to the subsidiary in 
order to minimize its investment exposed in Canada, where risks and 
uncertainty may be somewhat greater from the perspective of a foreign 
firm. Lastly, the supply of components by the parent is a convenient way 
for the parent to vary the repatriation of profits in accordance with the 
subsidiary’s sales of the end product or use of the particular component. 


One study of the procurement policies of twelve foreign controlled 
subsidiaries turned up a very significant finding in relation to the handling 
of purchases from the parent. In half of the subsidiaries, the study found, 
production materials and components bought from the parent were not 
handled by the purchasing department, but by the production control 


group—indicating that the question of alternative sources of supply did not 
really arise.'* 


INCREMENTAL COST CONSIDERATIONS 


In deciding whether to supply its subsidiary, an economically rational 
parent company compares the incremental costs of production in Canada 
or the market price of supplies in Canada (if available) with the incremental 
cost!® of producing these supplies in its own plant or in that of its subsidiary. 
This almost certainly biases the parent towards supplying its subsidiary, 
since the cost of producing in Canada or the ruling market price in Canada 
(which tends to be the United States price, plus transportation, plus tariff) 
will in most cases exceed this incremental cost.1* Any additional use of the 
parent’s existing capacity (provided that the parent cannot sell the product 
in question in some open market at a price higher than the price in Canada) 
can make some contribution to the costs the parent has already sunk in an 
investment and, theoretically at least, make the parent better off as a result. 


The extent to which businessmen actually use this type of incremental 
cost calculation in making procurement decisions is uncertain. There is 
evidence that many pricing decisions are made usigg a rough rule of thumb 
based on fully allocated costs.17 But as pointed out above, the pricing deci- 


*M. R. Leenders, The American Subsidiary and “Buy Canadian’, Business Quarterly, 
Summer, 1965. 

> Incremental costs are the additional costs of increasing output by a given amount. If 
the addition to output is small and there is some margin of unused capacity, then incremental 
costs include only variable costs. If, however, capacity is being fully utilized and the incre- 
mental Production is substantial, the incremental costs may include additional fixed costs. 

%* The price charged to the subsidiary could the same as or higher than the incremental 
cost, depending on where the parent wishes to take its profits. The use of transfer pricing as 
a technique for shifting profits is, however, scrutinized by both Canadian and United States 
tax authorities. The United States authorities have been particularly active in this field since 
the 1962 revision to the United States Internal Revenue Code. 


” The fully allocated cost is the cost of producing a unit of output including both direct 
material and labour costs and a fair proportion of overhead costs. 
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sion may be based on quite different considerations than production decisions 
in a non-arm’s length transaction. Even if incremental production costs or 
the market price in Canada were to fall below the price being charged to the 
subsidiary, there is no assurance that procurement would be shifted to 
Canada. To the extent that sales to the subsidiary made some contribution 
to overhead, it could still be to the parent’s advantage to continue to supply 
the subsidiary. 


This analysis raises three important points for public policy. Firstly, a 
decision regarding the location of production based on incremental cost con- 
siderations is short-run in nature. Far more critical is the longer run decision 
about future expansion and the location of new capital investment. It is at 
this point that the Canadian authorities should be especially concerned about 
procurement by foreign controlled companies, particularly since the eco- 
nomic life of capital equipment can be quite long in some industries. Second- 
ly, if an industry is oligopolistic in nature, the long run may never come, 
since the competitive pressures which would normally force a firm to locate 
production in the lowest cost jurisdiction would not exist. To overcome these 
obstacles, government intervention may be necessary. Lastly, it may also be 
necessary for the government to intervene to overcome non-economic biases 
which a parent company may have for location in its home jurisdiction. 


Before leaving consideration of incremental costs, it should be noted 
that a subsidiary’s feeling of “freedom” to purchase from lowest cost sources 
may, in some cases, simply reflect the use by the parent company of a moni- 
toring system over its own production costs. A number of parent companies 
use “market target pricing” in intra-corporate transactions as a method of 
monitoring their own performance. The subsidiary is urged to search out 
lowest cost sources so that the parent can keep a check on its own produc- 
tion costs and those of other subsidiaries supplying the goods in question. 
If the subsidiary discovers a lower cost source of supply, the parent may 
lower its own price, depending upon where it wishes to show profits. If it 
decides to lower its price, the parent can theoretically go down to incremental 
cost (provided he can use existing capacity and cannot obtain a higher price 
selling in the open market). It follows therefore that the subsidiary may 
under such a system be free to search for lowest cost sources, but it is un- 
likely that local prices will ever be lower than the parent’s incremental costs 
in the short run. 


OTHER FACTORS 


Business considerations such as quality control, reliability of supply, 
timing of deliveries, industrial security—a desire to protect know-how or 
patents, for example—“normal commercial preferences” and the mainte- 
nance of market power may also lead to greater imports from parents and 
affiliates. 
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IMPORTS FROM NON-AFFILIATED COMPANIES 


There are two possible explanations for the greater import orientation 

of foreign than Canadian controlled firms in arm’s length dealings: 

(i) Where the parent company is not manufacturing the product or 
component itself, but purchasing it from an independent supplier, 
it will tend to buy for the subsidiary as well in order to take ad- 
vantage of bulk purchasing to lower the unit price. This is con- 
ditional on the unit price—plus transportation, tariff, and other 
costs—being lower than the cost to the subsidiary of procurement 
in Canada. Provided tariff and transportation costs in shipping 
from Canada to the parent company were not prohibitive, lower 
Canadian costs could, in fact, lead to a shift in procurement to 
Canada. 

(ii) The greater import orientation of foreign controlled firms may 
result from the foreign subsidiaries having wider knowledge 
through their parents of foreign sources of supply than their Can- 
adian counterparts in most cases. The fact that there may be ad- 
ditional costs involved for the foreign controlled firm in getting 
information on the availability and adequacy (e.g., testing, etc.) 
of Canadian products must be recognized as a problem in pur- 
suing greater procurement in Canada. 


NON-ECONOMIC FACTORS 


In addition to the economic considerations discussed above, there 
may be some non-economic factors leading to greater imports on the part 
of foreign controlled firms: 


(i) Lethargy and inertia may prevent managers of foreign controlled 
firms from seeking out lower cost local sources of supply. However, 
there are indications that foreign controlled purchasers search for 
lower cost sources of local supply. It appears that Canadian 
suppliers are not always sufficiently aggressive in making their 
capabilities known to foreign controlled firms. 


(ii) The decision to move production to Canada or switch from a 
foreign to a Canadian supplier affects local employment in the 
foreign country. There is evidence that labour unions can and 
have put effective pressure on foreign companies to keep jobs in 
the home country. 


(iii) The United States balance of payments programme may have 
played a role in increasing subsidiary imports from parents and 
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other foreign suppliers. The United States Administration has 
urged parent companies to export more and import less from 
their affiliates abroad, but it is difficult to determine whether this 
“jaw-boning” has had any impact on the operations of subsidiaries 
in Canada. 


The United States Congress recently opposed legislation to 
grant tax concessions to export-oriented “Domestic International 
Sales Corporations”. This measure could give a United States 
parent company an additional incentive to have its Canadian 
subsidiary purchase its requirements from an affiliated pisc in 
the United States, rather than from an alternative source, and lead 
to the closing of the Canadian subsidiary or reduction of its output, 
with the Canadian market being supplied through exports from 
the United States. This is less likely if the investment in Canadian 
production facilities is relatively recent and large. The legislation 
could also give a non-affiliated Disc a competitive advantage over 
an arm’s length supplier in Canada. 


(iv) The procurement policies of subsidiaries and Canadian controlled 
firms are also affected by licensing arrangements arbitrarily specify- 
ing types and/or sources of materials and equipment to be used 
under licences.1® Table 43 below contains an examination of 159 
proposed arm’s length licensing agreements that mentioned the 
question of procurement. While these proposed agreements were 
not between affiliated companies, the pattern indicated is unlikely 
to differ significantly in the case -of affiliated companies when 
formal licensing arrangements are used. Of the 159 agreements 
examined, 123, or 77 per cent, contained no restrictions on 
procurement; the balance (23 per cent) stipulated some type of 
limitation on purchases, e.g., of raw materials (3 per cent); of 
components (12 per cent); and of machinery (6 per cent). While 
tied procurement as a result of licensing seems to be less 
Pronounced than restrictions on exports, it is sufficiently prevalent 
to suggest that the Canadian authorities should consider examin- 
ing licensing arrangements with a view to eliminating or reducing 
these restrictions on procurement. 


8 As pointed out above, this type of tied purchasing of materials or components can be a 
convenient way for the parent to extract full or abnormal benefits and to vary repatriation of 
profits with the ability to pay, i.e., repatriation will vary with the volume and use that the 
market makes of the licensed product. This, of course, is a form of Price discrimination; in 
lieu of charging different prices to different purchasers of the equipment, a higher price can 
be put on the use of the tied component or material. This technique effectively precludes a 
more efficient producer of the component from entering the market. This type of tied relation- 
ship via licensing is less necessary (and less likely to be found) in a parent-subsidiary relation- 
ship than in an arm’s length transaction because the parent has other techniques of repatriating 
profits. 
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TABLE 43 


PROCUREMENT RESTRICTIONS. UNDER PROPOSED 
LICENSING ARRANGEMENTS* 


1965-1969 


Number Per Cent 


No Procurement Restrictions.............cccccceccscesecsesssssseneesseseessseseseneneee 123 77 
Required Procurement of Raw Materials................0cccccceeeeeeenes 5 3 
COMmponentsses is ce ce cee Lee eee 20 12 

Machinery eft eee 9 6 

Procurement only if N/A in Camada.............. cece cseeesesesesesenesene 2 2 
CE ie, Reactor ert i a eine MPR Lk 3 se tink ny . Aietpere 159 100 


* Source: Department of Industry, Trade and Commerce. 


(v) One last non-economic factor should be mentioned. Whereas in 
the United States there is a tendency not to purchase a non-United 
States product, in Canada there is in many cases an opposite ten- 
dency. A Canadian purchaser is more likely to regard a Canadian- 
made product as being of inferior quality or performance. The 
extent to which this psychology transmits itself to the purchasing 
policies of subsidiaries is not known, but it could be a factor of 
some significance. 


In summary, it appears that there are a number of reasons which help 
explain the high import propensity of foreign controlled firms and which 
help to reconcile this propensity with such freedom as subsidiaries may 
have to import from lowest cost sources. 


It is unlikely that the market price of supplies in Canada (which tends 
to be the United States price, plus transportation and tariff) will be below 
the incremental cost of production in the parent company. In the case of 
arm’s length transactions, bulk buying with the parent will often tend to 
reduce foreign prices below Canadian prices. It is also likely that the sub- 
sidiary is more aware of foreign sources than its Canadian counterpart. The 
feeling of Canadian managers of subsidiaries that they are free to import 
from lowest cost sources may in some cases be related to the use of “market 
target pricing” by parents and affiliates. 

It should be borne in mind that: 


(i) Purchasing decisions made on the basis of incremental cost con- 
siderations are short-run decisions. Unless there are non-economic 
factors which favour location in the parent’s home market, in the 
longer run, the parent should expand or locate new production 
where it is most economic, or buy at arm’s length if it is cheaper. 
The speed with which this occurs will depend upon the competitive 
pressures in the industry and the economic life of the investment. 
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(ii) Where purchases are being made at arm’s length by the parent 
company, there is greater opportunity for sourcing in Canada if 
Canadian costs are competitive. 

(iii) While some imports by subsidiaries appear to be based on non- 
economic factors, it is impossible to quantify their extent. 


(iv) It should be recognized that there may be additional costs for a 
subsidiary in switching procurement to Canada, such as the costs 
of searching for alternative sources and costs of testing new pro- 
ducts or components. 


The policy implications of these conclusions are considered below. 


ECONOMIC IMPACT OF HIGH IMPORT PROPENSITIES 
ON CANADA 


Thus far it has been shown that foreign controlled companies import a 
significant proportion of their purchases; that the bulk of these imports 
come from the country of the parent and, indeed, parents and affiliates; 
that purchases are concentrated in sectors where foreign parent companies 
have dominant export interests; that foreign controlled companies are more 
import oriented than Canadian controlled companies; that United States 
subsidiaries in Canada are more import-oriented than United States sub- 
sidiaries in other countries; that this behaviour probably is economic and 
rational from the parent company’s point of view, since purchasing from 
incremental production probably leads to greater profits for the entire oper- 
ation and reduces investment risk. These findings are not inconsistent with 
the freedom of the Canadian subsidiary to buy from lowest cost sources, 
although there is evidence that some imports result from the operation of 
non-economic factors. 

The question arises as to what the impact of this import-oriented be- 
haviour is on Canada. Before considering this question, it is important to 
emphasize that Canada will probably always import a significant proportion 
of its consumption because of the comparative cost advantages abroad for 
many goods. Self-sufficiency, therefore, is not a feasible goal. 

However, high levels of imports by foreign controlled companies can 
involve costs for the Canadian economy (even when this behaviour is ra- 
tional from the point of view of the parent firm): 

(i) High levels of imports by foreign controlled firms have probably 
contributed to the relatively slow development of manufacturing 
in Canada, including the Canadian supplier industries. It is dif- 
ficult, if not impossible, for a Canadian supplier to sell to a Can- 
adian subsidiary if it is competing against the incremental costs of 
production of a foreign parent company. The savings realized by 
the parent from internal sources of supply as a result of low in- 
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cremental costs of production are not necessarily reflected in the 
price paid either by the Canadian subsidiary or Canadian pur- 
chasers of the finished goods involved. This truncation in turn 
reduces the level of economic activity in Canada, employment op- 
portunities (especially for skilled labour) and tax revenues. Can- 
ada is also denied other benefits of procurement activities, such as 
the achievement of economies of scale and the spill-over benefits 
from the association of a foreign controlled purchaser and a Can- 
adian supplier. However, it should be remembered that procure- 
ment abroad may be the most efficient source of supply, particular- 
ly in the short run, and policies adopted to increase procurement 
in Canada must take this into account. 


(ii) Procurement practices of parents and subsidiaries within a vertically 
integrated structure tend to keep out the potentially efficient 
Canadian supplier, who can enter the industry only by vertically 
integrating himself. This barrier to entry, when based on considera- 
tions other than economic efficiency, tends to support higher prices 
in the industry. 

(iii) Sourcing through the parent represents yet another management 
decision that is probably made abroad on the basis of less informa- 
tion about potential Canadian sources than if the decision were 
made by a Canadian controlled firm. 


It must also be recalled that the direct investment package may involve 
a tying of inputs other than those particularly required. In addition, limita- 
tions on the ability of subsidiaries to purchase from lowest cost sources of 
supply exist in a number of cases. Such limitations reduce the welfare of 
both the sudsidiary and the Canadian economy and are a legitimate concern 
of the Canadian government. 


Of particular importance is the fact that the benefits of affiliation in the 
field of procurement, resulting from purchases from the parent company or 
the parent supplier which reduce costs and increase the competitiveness of 
the Canadian subsidiary, may not be passed on to the Canadian market. 
Whether this occurs is, of course, mainly related to the competitive climate 
in Canada. In some cases, the Canadian tariff and the high degree of con- 
centration in the foreign controlled sectors probably lead to the benefits 
accruing mainly to the foreign operation through the higher prices it is able 
to charge in the Canadian market. 


PROCUREMENT OF SERVICES 
Very little information is available on the procurement of services by 


foreign controlled subsidiaries. To what extent are they purchasing manage- 
ment, engineering, accounting, advertising, and other services abroad? To 
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what extent do they use foreign controlled services in Canada? For example, 
is there a tendency for United States controlled manufacturing subsidiaries 
to employ the Canadian affiliates of advertising agencies used by their parent 
companies in the United States? These question are important because of 
the impact services can have on Canadian economic development and the 
formation of Canadian identity. Engineering services, for example, have a 
“multiplier effect” that can be quite dramatic—an engineering contract can 
generate ten or twenty times the volume of business of the contract itself 
and engineering firms design for the use of the technology and equipment 
they know best. Advertising can exert a profound influence on the lifestyle 
of the Canadian people through their impact on standards of taste, and the 
nature and composition of consumer demand. 

Table 44, based on cALURA data, shows payments to non-residents 
for certain business services (excluding dividend and interest payments) by 
degree of non-resident ownership. Corporations 95 to 100 per cent foreign 
owned (40 per cent of total corporations making payments to non-residents) 
account for about half of all such payments to non-residents. Corporations 
50 to 100 per cent foreign owned (about 54 per cent of corporations making 
payments abroad) account for about three-quarters of all payments. There 
thus appears to be a general correlation between the degree of foreign 
ownership and payments to non-residents. 

The largest payments in 1964 were for management fees ($72 million) 
followed by royalties (patents, trademarks, etc.—$69 million), professional 
services (engineering, architecture, legal, accounting, etc.—$51 million), 
rent (mainly on equipment—$49 million) and research and development 
($34 million). It is impossible to determine from the available data whether 
this structure of payments accurately reflects deficiencies in Canadian capa- 
bilities and services rendered, efficiencies that are achieved by a subsidiary 
acquiring services from the same source as the parent, or simply reflects more 
advantageous methods of transferring profits. 

The 1966 CALURA report provides information on payments for 
services to non-residents, but is not subdivided by degree of foreign owner- 
ship or between foreign and Canadian controlled companies. In general, 
it shows that payments to non-residents, with the possible exception of 
engineering fees, parallel the ownership structure of the Canadian corporate 
community, with those industrial sectors which are predominantly foreign 
owned paying more to non-resident than do those industrial sectors which 
are Canadian owned. 

There is no general statistical information on the use of foreign 
controlled service subsidiaries in Canada by foreign controlled goods- 
producing subsidiaries. 


To illustrate the nature of the problems faced by Canadian service 
industries, additional information was obtained on the use of advertising 
services in Canada 
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TABLE 44 


PAYMENTS TO NON-RESIDENTS FOR CERTAIN BUSINESS SERVICES 
BY DEGREE OF NON-RESIDENT OWNERSHIP, 1962-1964* 


($ thousands) 
nn ee nn nn nse ee eee ee a ae 
Degree of Non-Resident Ownership 


Less than 5.0%- 50.0%- 95.0%- 
Type of Payment 5% 49.9% 94.9% 100.0% Total 
$ % $ % $ % $ % $ % 
Rentiicccs: cements: 1962 5,136 13 19,330 49 7,002 18 8,073 20 39,541 100 
(mainly on 1963 2,412 6 23,861 54 7,261 17 10,483 23 44,017 100 
equipment) 1964 4,109 8 21,614 44 12,126 25 11,261 23 49,110 100 
Royalties. .....:0--..5 1962 7,807 15 6,790 13 7,392 14 30,519 58 52,508 100 
(for patents, trade- 1963 10,002 16 4,082 7 9,256 15 38,008 62 61,348 100 
marks, industrial 1964 10,675 15 5,905 9 12,102 17 40,724 59 69,406 100 


designs, etc.) 


Franchises'z.-...-.:->- 1962 4,348 18 1,567 
1963 5,284 19 1,291 
1964 6,061 20 1,291 


2,118 9 16,451 67 24,484 100 
4,546 16 16,536 60 27,657 100 
7,479 25 15,119 51 29,950 100 


LAD 


Advertising................ 19625555207, 22 L873) 8 2,538 11 13,918 59 23,536 100 
1963 3,345 15 2,102 10 1,746 8 14,560 67 21,753 100 
1964 3,697 16 1,870 8 2,595 11 14,939 65 23,101 100 


Research and pro- 


duct development......1962 1,622 5 1576605 9212412563 9,379 27 34,179 100 
1963 1,243 3 2,360 6 27,935 65 11,191 26 42,729 100 
1964 1,348 4 2,804 8 20,178 60 9,636 28 33,966 100 

Insurance 

Premiums eee eee 1962 ze ae Sis os 16,649 100 
1963 an wa is ae 14,346 100 
1964 2,310 17 673 5 2,383 18 7,918 60 13,284 100 

Management fees, 

salaries, annuities......1962 Si At Ke < 71,996 100 
1963 65,009 100 


1964 1,767 2 5,106 7 16,161 23 48,597 68 71.631 100 


Professional ser- 

vices, other................ 1962 5,170 10 6,663 14 12,731 26 24,712 50 49,276 100 
1963 3,399 7 10,721 23 8,461 18 23,351 51 45,932 100 
1964 4,244 8 8,429 17 16,486 32 21,849 43 51,008 100 


Total. rer ee 1962**36,884 12 43,356 14 67,801 22 164,128 52 312,169 100 
1963 30,384 9 49,773 15 73,106 23 169,528 53 322,791 100 
1964 34,211 10 47,692 14 89,510 26 170,043 50 341,456 100 


*SourceE: CALURA 1964, Table 7. 
**1962 ownership data incomplete (total payments short by $3,603,000). 


Table 45 shows that the 13 United States controlled advertising agencies 
which are members of the Institute of Canadian Advertising accounted 
for 25 per cent of the membership and 31 per cent of the billings in 1968. 
The average size of billing of the foreign controlled firm in that year was 
$8.6 million, against $7.5 million for the Canadian owned firms. Since 1960, 
the foreign owned firms have been growing faster than Canadian owned 
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firms. In ten years, if these comparative rates of growth are maintained, 
the foreign owned firms will dominate the Canadian market. Unfortunately, 
this table does not provide the information on the nationality of clients 
by ownership of the agencies. 

TABLE 45 
MEMBERSHIP AND BILLINGS OF THE INSTITUTEOFCANADIAN ADVERTISING* 


(numbers and millions of dollars) 


1950 1955 1960 1965 1968 
(numbers) 
Total number of agency 
miembers.................-: 33 49 45 47 53 
Canadian memberts.......... 30 42 36 35 40 
Total number of 
United States 
agency members........ 3 Vi. 9 12 13 
Sn mE PRI a a Ee AE Se Bi er ee ee ne eg 
(millions) 
Estimated total member 
billingseeee se ee 72 135 252 345 412 
Canadian billings............ 63 (887) 116 (86%) 207 (82%) 262 (76%) 299 (73%) 
Estimated total 
United States 
member billings........ 9 (12%) 19 (14%) 45 (18%) 83 (24%) 113 (27%) 
Average (Canadian ) 
Dillingste ee 2.1 I) Sh.5f2) thes eS 
Average (USA) billings... 3.0 Pp 1h) 4.9 6.9 8.6 


* Source: Based on the Report of the Special Senate Committee on Mass Media, Vol. II, 
Table 43. 


An examination of the nationality of accounts of the top 10 United 
States owned or controlled advertising agencies shows that 62 per cent of 
their accounts are from United States subsidiaries and 38 per cent from 
Canadian owned and controlled companies. The situation is reversed for the 
Canadian owned agencies. Sixty-seven per cent of the clients of the top 10 
Canadian owned agencies are Canadian controlled companies and only 33 
per cent are United States subsidiaries. 

An examination of the ownership of the advertising agencies used by 
48 of Canada’s larger corporations shows a similar tendency. Of these 48 
large corporations, 22 were Canadian controlled, 14 were United States 
controlled and 12 were controlled in countries other than Canada or the 
United States. Of the 20 advertising agencies employed by the 22 Canadian 
owned companies, 12, or 60 per cent, were Canadian, 7, or 35 per cent 
of the total, were American, and 1, or 5 per cent of the total, was of 
unknown ownership. Of the 18 advertising agencies used by the 14 United 
States controlled companies, 8 (44 per cent of the total) were Canadian, 
9 (50 per cent of the total) were United States controlled and 1 (6 per 
cent of the total) was of unknown ownership. Of the 16 advertising agencies 
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used by the 12 companies of other foreign ownership, 9 (56 per cent of the 
total) were Canadian and 7 (44 per cent of the total) were United States 


owned. 


Evidence given to the recent Senate inquiry into the mass media 
indicates that some United States subsidiaries are repatriating their advertising 
function to the United States. There have also been examples of Canadian 
agencies losing a client that has been taken over by a United States firm 
to the agency serving the parent company. 


CONCLUSIONS 


The major conclusions that emerge from this examination of the impact 
of foreign control on the procurement policies and import practices of 
subsidiaries in Canada are the following: 


(i) Foreign controlled companies (including the automotive sector) 
are importing a large and growing proportion of their purchases of 
goods and services, e.g., foreign controlled “reporting subsidiaries” 
import about one-third of their total purchases. Excluding the 
automotive sector, imports as a proportion of purchases are stable 
at about 25 per cent. 


(ii) Foreign controlled companies tend to source their imports in the 
country of the parent companies. Because of the high degree of 
United States control of Canadian industry, this results in sub- 
stantial purchasing in the United States; “reporting subsidiaries” 
controlled in the United States purchase about ninety per cent of 
their imports in the United States. 


(iii) Not only do foreign controlled companies tend to import from 
the country of their parent companies, they are sourcing a large 
and growing proportion of their imports from parents and affiliated 
companies. About three-quarters of the imports of “reporting 
subsidiaries” come from affiliated companies. In 1969, approximate- 
ly thirty per cent of total Canadian imports were in the form 
of intra-corporate transactions. 


(iv) Imports tend to be concentrated in manufacturing sectors where 
there is a high degree of United States direct investment and 
where the United States appears to have a continuing dynamic 
advantage based on high levels of expenditure for research and 
product development. 


(v) Foreign controlled companies are more import-oriented than 
Canadian controlled companies and imports as a proportion of 
sales are greater for United States subsidiaries in Canada than 
United States subsidiaries in other countries. 
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The greater import orientation of foreign controlled firms raises the 
question whether they are purchasing from lowest cost sources. In most 
cases, this greater import orientation is probably based on sound business 
judgment. As pointed out above, it is the parent that tends to develop a 
distinctive product and the appropriate components and supporting services 
for its production. If these components and services are produced internally 
by the firm, it will be difficult to duplicate them in the arm’s length market 
in Canada and costly to create similar capacities in Canada. Secondly, there 
is likely to be a cost advantage and convenience in producing in the parent’s 
plant and exporting to subsidiaries, due to the probable location of large- 
scale operations in that plant. Canadian costs would likely be higher unless 
production were rationalized between the Canadian subsidiary and the parent 
company. 

Even if costs could be matched, comparable and reliable components 
for a rapidly changing product of a highly distinctive nature would be 
difficult to duplicate. The distinctiveness may be based on a sophisticated 
technology which is not easily reproduced outside the corporation without 
divulging commercial or industrial secrets. In any event, where the parents 
and the Canadian subsidiary are producing like or similar products it is 
unlikely that the market price of supplies in Canada (which tends to be the 
United States price, plus transportation and tariff) will be below the incre- 
mental cost of production in the parent company or, for that matter, below 
the fully allocated cost or the alternative market price at which the parent 
could sell the components at arm’s length to other buyers. 


Despite the fact that the high level of imports from the parent company 
appears generally to be based on sound business considerations, there are 
a number of issues which raise concerns for public policy and justify con- 
sideration being given to government intervention. It is known, for example, 
that arbitrary restrictions on procurement exist in a number of cases. Further- 
more, it is important to bear in mind that purchasing decisions made on the 
basis of incremental cost considerations are short-run decisions, based on 
the advantages of making the fullest possible use of productive capacity 
already in place. In the longer run, it is to the parent’s advantage as a general 
rule to expand production where it is most economic or buy at arm’s length 
if it is cheaper. This might not occur, however, in industries where competi- 
tive pressures are not very great (for example, world-wide oligopolies) or 
where non-economic biases induce the parent to produce or purchase from 
suppliers in the home market. In these circumstances, governmental pressures 
might be necessary to induce a parent company to locate an efficient scale 
plant in Canada if it can be established that there are economic advantages 
—or at least no disadvantages—in doing so. 


There are additional reasons which help to explain the import orienta- 
tion of foreign controlled firms. Where the parent company is buying at 
arm’s length, bulk buying, both for its needs and for those subsidiaries, will 
tend to reduce foreign prices below Canadian prices. The parent also normally 
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bears the costs of any testing required for the product. It is also probable 
that the foreign controlled subsidiary is more aware of foreign sources than 
its Canadian counterpart. 


While this large volume of imports and purchases from parents and 
affiliates may make good business sense from the point of view of the 
particular company, and can benefit the economy as a whole (if the lower 
costs are passed on to the market-place), it can also have a number of serious 
adverse implications for Canada: 


(i) A high level of procurement abroad can retard the development 
of the manufacturing and service sectors in Canada. 


(ii) The large and growing volume of Canadian imports accounted for 
by intra-corporate transactions introduces an increasing degree of 
rigidity into the structure of trade and the balance of payments, 
making them less responsive to market forces and in some cases 
to general government policies, such as a policy of varying the 
level of imports for balance of payments reasons, or of diversifying 
sources of imports. 


(iii) A relatively high proportion of imports is in technologically inten- 
sive sectors. The United States appears to enjoy a continuing 
advantage in these areas, based on the rapid development of 
distinctive products. This suggests that United States parent com- 
panies will have a bias for expanding their home base where the 
centre of innovation is located. It further suggests that Canada 
will tend to be perpetually “behind” unless the government inter- 
venes to reverse the situation in some sectors of particular 
importance to Canada. This would probably involve rationalization 
of production with the parent. 


(iv) The existence of a high degree of vertical integration in the pro- 
curement process involving a Canadian subsidiary and its foreign 
parent constitutes a significant barrier to entry, which makes it 
difficult for an independent Canadian supplier to enter the market 
for the particular component or end product. 


(v) Large volumes of inter-affiliate trade increase the possibilities for 
transfer price activities detrimental to the Canadian Treasury. 


POLICY ALTERNATIVES 


There thus appears to be an argument for government intervention to 
obtain greater procurement activity in Canada where short-run committed 
costs elsewhere are the reason for the failure to produce or procure in this 
country. In the longer run, there is a case for securing greater production 
and procurement in Canada where this is not being done because of business 
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considerations which do not maximize Canadian benefits and cost advantages. 
To achieve this objective, four alternative policy approaches are open to 
the government. These are: 
(i) the introduction of mandatory rules on Canadian participation; 
(ii) mandatory procurement in Canada or a certain proportion of 
purchases; 
(iii) the use of a review process to scrutinize procurement practices; 
and 
(iv) improved information and testing services and procurement data. 


While there are short-run reasons that tend to make the multinational 
enterprise reluctant to alter some of its procurement practices, which in part 
explains the need for some intervention by government, in the longer run 
the multinational enterprise will generally tend to purchase its requirements 
from the lowest cost source, particularly under the pressure of competition. 
This emphasizes the importance of general policy measures to improve the 
cost competitiveness of the Canadian economy. 


MANDATORY CANADIAN PARTICIPATION: OWNERSHIP RULES 


There is no assurance that mandatory Canadian participation, such as 
requiring a foreign controlled firm to sell 51 per cent of its voting shares to 
Canadians, would lead to greater procurement in Canada. While Canadian 
controlled firms generally are less import-oriented than their foreign con- 
trolled counterparts, Canadian participation is unlikely to increase procure- 
ment in Canada substantially because the links to parents and affiliates that 
lead to greater imports by foreign controlled firms would continue to exist. 
It could be argued that Canadian participation could, however, have some 
impact on the level of transfer prices (see Chapter Thirteen). 

Mandatory Canadian participation would also introduce an added 
degree of protectionism into the Canadian economy by making it more dif- 
ficult and costly for a foreigner to establish in Canada. This could be counter- 
balanced in certain instances by reducing trade barriers in such cases. 


PROCUREMENT RULES 


Another alternative—one which would ensure high levels of procure- 
ment in Canada—would be the introduction of an arbitrary procurement 
tule, such as requiring that all foreign controlled companies make a fixed 
percentage of their purchases in Canada. Leaving aside for the moment the 
discriminatory character of this approach, the high degree of protectionism 
involved could be quite costly to the Canadian economy. This approach 
also ignores the fact that there can be real cost benefits in vertical integration 
(which leads to the question whether government policy should seek to en- 
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sure that these benefits are passed on to the Canadian economy). However, 
consideration could be given to the feasibility of developing such rules for 
individual sectors over time. 


SELECTIVE APPROACH: A REVIEW PROCESS 


One of the factors which a review process could take into account is a 
firm’s procurement policy. In those cases where procurement from the parent 
is in the best interests of the firm, but not necessarily in the best interests of 
the long-term economic development of Canada, a review process could 
bargain for the location of new productive facilities in Canada in cases where 
this is economic. The new production facilities in Canada could serve, for 
example, the Canadian and European markets, with the MNE acting as a 
channel for Canadian exports to European subsidiaries. A review process 
could be the least protectionist, and hence the least costly, of the possible 
policy alternatives because of its flexibility. It could, in fact, contribute to 
the efficiency of the Canadian economy. It could seek to reverse procurement 
decisions that are based on arbitrary and non-economic factors, which con- 
tribute neither to the welfare of the particular Canadian firm nor to the 
country as a whole. The extent to which the review process could secure 
this type of investment for Canada would depend upon many factors, in- 
cluding the costs of production, access to foreign markets, the importance 
of the Canadian market and transportation costs. Part V contains a fuller 
discussion of the problems, prospects and implications of greater “ratio- 
nalization” of this type. 


In those cases where the parent is purchasing at arm’s length and it 
does not make economic sense for the Canadian subsidiary to produce 
the product or component itself, the review process could seek to ensure that 
Canadian suppliers have an opportunity to bid for the supply contract. 


OTHER POLICY ELEMENTS 


In addition to the review process and the other policy options discussed 
in this study, a number of other policy options could be considered to 
foster greater procurement activity in Canada or increase the benefits of 
foreign procurement in Canada. 


Information and Testing Service 


Since foreign controlled companies have easy access to a wide range 
of tested and approved products through parents and affiliates, the govern- 
ment could consider supporting the establishment of an information and 
testing service, either in the public or the private sector, that is open to 
both Canadian and foreign companies. This service could collect and 
disseminate information on Canadian industrial capabilities and in this 
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respect might be regarded as a domestic counterpart to the Trade Commis- 
sioner Service. It could also provide a testing service to help defray the cost 
of testing products (including parts and components) available in Canada. 
Some European countries are moving in this direction in the field of electronic 
components (Britain, Germany and France). 


A service of this nature should strengthen procurement in Canada, 
particularly by foreign controlled firms, by decreasing the tendency on 
the part of the parent company to do the testing and purchasing for 
subsidiaries. 

General Economic Environment 


It has already been pointed out that pricing decisions are in many 
cases made on the basis of United States price, plus transportation and tariff. 
This effectively means that many of the benefits of procuring through the 
vertically integrated foreign controlled company are not taken in Canada 
and passed on to the consumer. One way of getting more of the benefits would 
be to increase domestic competitive pressures, either from domestic or 
international sources, in an effort to reduce costs in Canada and improve the 
competitive position of Canadian suppliers. This could involve tariff reduc- 
tions in certain cases or the application of a more vigorous domestic competi- 
tion policy. 

Better Information 

Lastly, it is important to underline the necessity of obtaining much 

better information on the procurement policies and practices of foreign 


controlled subsidiaries relative to Canadian controlled companies. This ques- 
tion is considered more fully later in this study. 
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Chapter Twelve 


THE IMPACT OF FOREIGN DIRECT INVESTMENT 
ON DOMESTIC COMPETITION 


INTRODUCTION 


In an economy that relies on the market-place for efficient allocation 
of resources, the competitiveness of the environment is of considerable im- 
portance. The market helps decide what goods and services are made avail- 
able. It has an important influence on the efficiency with which these goods 
and services are produced and on the ultimate distribution of the proceeds 
between producers and users. The more effective the competitive stimulus 
in a market economy, the more likely that the needs of consumers and users 
are filled, the more efficient the production processes and the fairer the 
prices. Inadequate competition tends to lead to relatively higher prices, less 
efficient production, less innovation and a poorer response to the needs of 
~ consumers. 

A high degree of concentration in an industry—one in which a small 
number of firms account for a large proportion of the sales of the industry— 
tends to result in Anadequate competition, with all of the adverse conse- 
quences outlined above. Peaerot: 

An analysis of the relationship between foreign ownership’® in Canada 
and market structure brings out three factors that are of particular relevance 
to the degree of competitiveness existing in the manufacturing section of the 
Canadian economy, _ 

In the first place, foreign owned firms are typically larger than Canadian 
owned firms. While this could be because they are located in industries in 
which all firms are large, the evidence shows that it is accounted for mainly 
by the fact that foreign owned firms tend to be among the largest firms in 
| any given industry. 

Secondly, there is a significant relationship between foreign owner- 
ship and the degree of market competition. Industries which are more than 


| 
| 


| * Although the notion of “control” is used much more frequently elsewhere in this 
study, the data and studies reported on here have all used “ownership” statistics. To avoid 
any misrepresentation of the studies, the concept of “ownership” is used in this section. 
For practical purposes, it would not appear to change any of the analysis if this were 
translated as “control”. 
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half foreign owned are dominated by a small number of firms. By contrast, 
Canadian controlled industries tend to have much more competitive market 
structures. 7] 

There is, thirdly, a close correlation between concentration-in-Canadian 
industries and concentration in United States industries. The more oligopo- 
listic industries (those which are dominated by relatively few firms) in the 
United States are also the more oligopolistic in Canada—although the degree 
of concentration in the Canadian industry is typically much higher. Each of 
these points is examined in more detail below. 


THE COMPARATIVE SIZE OF CANADIAN AND 
FOREIGN OWNED FIRMS 


Calculations from CALURA data for 1968 show that sales and assets 
of all foreign owned firms?° averaged respectively $6.34 million and $7.81 
million. The comparable values for Canadian owned firms were $1.62 mil- 
lion and $2.45 million. The same information for all manufacturing firms 
only shows foreign owned firms sales of $12.11 million and assets of $11.44 
million, whereas Canadian owned manufacturing firms had average sales of 
$3.03 million and assets of $2.58 million. While it might be expected that 
many of the smaller enterprises would be domestically owned, it should be 
pointed out that these data exclude the smallest companies entirely—cor- 
porations with sales of less than $500,000 and assets of less than $250,000. 

In addition to being larger, foreign owned manufacturing firms are more’ 
capital intensive. Capital intensity constitutes a barrier to the entry of new 
firms by virtue of the large amounts of capital which have to be invested and 
the risk which that involves for a new entrant. A study?! of this characteristic 
revealed that foreign owned firms accounted for only thirty per cent of Ca- 
nadian manufacturing employment but sixty per cent of the book value of 
the corporate assets. This is probably largely explained by the fact that 
foreign owned firms are most often located in industries with capital in- 
tensive production. It may also be partly explained by the fact that these 
firms use technology developed for their home markets, where costs of labour 
are high and other factors, such as capital, are relatively attractive. When 
investing in Canada, these firms generally locate in the higher wage regions 
of Canada. 

The greater size of foreign owned firms is not due so much to the large 
size of firms typically to be found in the kind of industries in which they tend 
to be concentrated as to the fact that foreign owned firms usually are rela- 
tively larger than Canadian owned firms in any given industry. One repre- 


»® These calculations are based on the CALURA formula, which records firms with more 
than 50 per cent of voting rights owned by foreigners as non-resident owned. 
*D. Michael Ray, Regional Aspects of Foreign Ownership in Canada; Report to the 
Task Force on Foreign Ownership and the Structure of Canadian Industry, 1967. 
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sentative study*? concluded that the larger size of foreign owned firms could 
be accounted for only to the extent of thirty per cent by the degree to which 
these foreign owned firms formed part of industries that usually were made 
up of companies of substantial size. The study estimated that the remaining 
seventy per cent could be accounted for by the fact that in any given industry 
—tegardless of its nature—foreign owned firms are usually larger than those 
owned by Canadians. The study sample also showed that three times more 
foreign owned firms were among the eight largest firms in their industries 
than those among the smaller firms in their industries. 


THE RELATIONSHIP BETWEEN FOREIGN OWNERSHIP AND 
CONCENTRATION, TAKEOVERS AND PRODUCT 
DIFFERENTIATION 


High levels of concentration tend to lead to less effective competition, 
higher prices and lower levels of production and consumption than would 
prevail under conditions of more vigorous competition among many firms. 
This can lead to a redistribution of income from the users of a product 
to the owners of the firm as a result of the higher profits earned by the latter. 


_ It can also lead to inefficient production or a reduced incentive for dynamic 


innovation. 

Previous studies** have indicated that the percentage of output of any 
given industry accounted for by the foreign owned firms within it, and the 
extent to which the number of firms within that industry is concentrated, 
are not completely correlated. That is, the degree of concentration of industry 
and the level of foreign ownership do not vary directly with one another. 
It does not necessarily follow, for example, that as foreign ownership in- 
creases so does the degree of concentration. However, if Canadian industries 
are divided into those which are dominated by foreign owned firms (that is, 
those industries in which foreign owned firms account for more than half 
of total industry employment) and those dominated by Canadian owned firms, 
it appears that those industries which are foreign dominated also have 
substantially more corporate concentration than those dominated by Cana- 
dian owned firms.?4 

The evidence also shows that the industries in Canada which are 
most highly concentrated tend to be those which are the most concentrated 
in the United States. It would appear that United States firms in oligopolistic 


#2Gideon Rosenbluth, The Relationship Between Foreign Control and Concentration 
in Canadian Industry; Canadian Journal of Economics, III (1970) 14. 

* Gideon Rosenbluth and Max D. Stewart, Concentration in Canadian Manufacturing 
and Mining Industries; Background Study to the Interim Report on Competition Policy; 
Economic Council of Canada. 

™* Concentration can be measured by several alternative criteria of firm size—employ- 
ment, assets and sales are the most commonly used. Each has its own biasing or distorting 
effect. The use of employment to measure the relative size of different firms in an industry 
would tend to record a lower concentration than sales or assets measures if the larger 
firms are more capital intensive in their production methods. 
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United States markets have tended to expand into Canada more than those in 
less concentrated markets and that these foreign firms have succeeded in main- 
taining their market dominance in Canada. 

Takeovers constitute a means of entry which tend to increase industrial 
concentration more than would the entry of a new firm. Foreign takeovers 
have constituted a larger part of total merger activity than have domestic 
mergers. Horizontal takeovers, which involve one firm acquiring another 
firm engaged in the same industry and activities, do on their face pose 
a greater likelihood of lessening competition more severely than vertical 
or conglomerate mergers, since they directly reduce the alternative supplies 
of a particular product. 

A study covering the years 1951-6175 found that non-United States 
foreign firms increased their control of Canadian industry and accounted 
for a relatively larger proportion of takeovers of Canadian firms during that 
period than either Canadian or United States firms. Horizontal takeovers 
were found to be the most frequent variety of takeovers in Canada in this 
period—and foreign firms (United States and others) accounted for relatively 
more of these mergers than did Canadian firms. 

A further aspect of reduced competition and one particularly applicable 
to consumer products industries is the degree of artificial “product differen- 
tiation” between the output of the different producers. This form of 
non-price competition involves sellers trying to persuade consumers that 
their products are not perfect substitutes for one another, regardless of the 
physical or technical specifications being either identical or highly similar. 
Under such conditions, the consumer is often prepared to pay a higher 
price for one seller’s product than for that of another. This permits sellers to 
“compete” without offering lower prices or products that are better in any real 
sense. It also erects barriers to the entry of new firms having to penetrate the 
market by altering the prevailing consumer preferences—an exercise which 
can involve both relatively high risk and high cost. 

One study involving a sample of sixteen industries*® revealed a close 
correlation between product differentiation and foreign control, with com- 
petition based on product differentiation being more prevalent or more in- 
tense in industries in which foreign control was high. This same study showed 
that the advantage of the large, multiplant company derived mainly from the 
economies in developing and maintaining product differentiation, rather than 
the economies of large-scale production. It is the large size of the firm, 
rather than the existence of several plants, that is important, making pos- 
sible the substantial expenditures required to establish and maintain prod- 
uct differentiation in some industries—such as the development of distin- 
guishing new characteristics in the automobile industry, the maintenance 
of extensive dealer networks in the case of gasoline distribution, or extensive 


* Rosenbluth, op. cit. 
*°H. C. Eastman and S. Stykolt, The Tariff and Competition in Canada; Macmillan, 
Toronto, 1967, pp. 96-100. 
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advertising, promotion and marketing costs in the case of soap products. 
These are among the elements that go into the development of a “distinctive 
characteristic” of a particular brand or product. In Canada, many of the 
goods differentiated in this way come from foreign sources, either being 
imported from aboard or produced in Canada by a foreign owned subsidiary. 
In addition, the spill-over impact of the seller’s efforts from adjacent United 
States markets—and the committed costs in the promotional campaign or 
in other distinguishing features—can be the basis of profitable extension of 
the markets of the seller through direct investment in Canada. Thus, these 
basic costs are spread over a larger sales volume than a new Canadian firm 
might be able to achieve in some industries. The direct entry of a foreign firm 
can capitalize on the spill-over image in the Canadian market and can ex- 
tend the market dominance into Canada, so that the barriers to entry prevail 
in this economy as well and preserve the market position of the foreign in- 
vestor. (Reliance on promotional materials and product characteristics de- 
veloped for the home market is to be expected and helps accounts for the 
use of services from the parent or from the same source as the parent—or 
explains the centralizing of many of these activities in the parental head 
Office. ) 


CORRELATION BETWEEN INDUSTRY CONCENTRATION 
IN CANADA AND THE UNITED STATES 


The suggestion that foreign investment generally constitutes an exten- 
sion of market dominance by foreign firms into the Canadian market-place 
is supported not only by the evidence reported earlier on the relationship 
between foreign ownership and concentration, but also by further evidence 
linking concentration in Canadian industry to that existing in the United 
States market—the country from which most foreign investment in Canada 
comes. 

The most highly concentrated industries in Canada tend to be those 
which are the most concentrated in the United States. In fact, this correlation 
between concentration in Canadian and United States manufacturing is 
high.27 

Canadian manufacturing industries are much more highly concentrated 
than corresponding United States industries. Thirty-four per cent of Cana- 
dian manufacturing shipments in 1964 came from industries in which eight 
or fewer firms accounted for eighty per cent of the total value of industry 
shipments.?® Only 13.7 per cent of United States manufacturing shipments 
came from industries concentrated to that extent. 


27 Stewart, op. cit. 

8 Concentration is traditionally measured by identifying the proportion of sales, assets 
or employment which the largest 8 firms and the largest 4 firms account for. The higher the 
proportion, the greater the concentration. An alternative approach is to measure the number 
of firms whose activities must be added to account for some percentage of the total activity 
of the industry—e.g., 80 per cent of sales, assets or employment. 
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The factors contributing to this high degree of concentration would 
seem to be the considerably smaller size of markets for manufactured 
products in Canada, so that only fewer firms of comparable size can exist 
in Canada and economies of scale which, in some industries, dictate the effi- 
cient plant size—although not necessarily the firm size. 

Higher concentration in Canada could thus be a reflection of the 
dictates of the economies of production in the industry. The need to remain 
competitive with imports or to undertake efficient production to be compe- 
titive internationally could impose a size on Canadian operations which 
permits only few plants to operate. If the smaller market available to 
Canadian based operations (that is, the domestic market plus the potential 
export market) led to fewer firms all operating at efficient levels and subject to 
competition from imports, the resulting increase in concentration of Canadian 
production would make good economic sense. However, this is frequently not 
the reason for the relatively high concentration in Canadian industry. 
Instead, this high degree of concentration often results from the existence 
of a few foreign firms extending into Canada their market dominance based 
on product differentiation. Such a structure persists in this country—despite 
insufficient production in any firm or product line to achieve the economies 
of scale—partly because of product differentiation, and partly because of 
tariff protection—domestic and foreign—which limits export markets and 
protects domestic markets from import competition. 

Despite being more concentrated than United States industries, Cana- 
dian manufacturing industries are not taking full advantage of economies of 
scale. This is frequently the result of the fact that these firms produce a 
larger than optimal range of products in a plant that is otherwise of optimal 
size. Since not all of the firms operating in the United States or elsewhere 
enter Canada, a greater degree of concentration results. The large product 
range leads to higher costs. In this situation, the degree of competition in 
the Canadian market-place between domestic companies and that provided 
by imports from abroad is apparently inadequate to compel domestic pro- 
ducers to rationalize their production by concentrating on the output of fewer 
goods in larger volume in order to achieve the economies of scale which that 
would permit. Canadian and foreign tariff barriers may each be a contributing 
factor in certain cases. 


TARIFF PROTECTION AND COMPETITION 


The degree of tariff protection for the final products of many se¢ond- 
ary manufacturing industries in Canada permits them to exceed world 
production costs by significant margins, while taking advantage of the 
lower tariffs on materials and imported components. The Canadian tariff 
provides sufficient protection to a wide range of industries to enable them 
to compete in the domestic market even when they are less efficient than 
foreign producers. 
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To measure the impact of the Canadian tariff (and thus the degree 
of higher cost and perhaps the inefficiency it permits), it is necessary to make 
a distinction between the nominal tariff rate and the effective degree of 
protection that it actually provides. To determine the effective degree of 
protection, it is also necessary to consider the rate of duty on those things 
which go into the manufacture of the final product, and the value of those 
imported inputs in relation to the value of the final product.?9 

For instance, assume that there were no tariff on raw cotton or on 
cotton yarn, and assume also that the price of raw cotton is 50 cents per 
pound landed in Canada, and the price of imported yarn landed in Canada is 
$1.00 per pound. Canadian manufacturers of yarn would have to sell at 
$1.00 per pound to remain competitive with imported yarn, i.e., they could 
add only 50 cents per pound in value and remain competitive. In fact, the rate 
of duty on imported yarn is generally 174 per cent, whereas the rate of duty 
on raw cotton is nil. This enables Canadian producers, in this example, to 
charge a price of up to $1.174 per pound. As they obtain the raw cotton 
at 50 cents, this extra 174 cents which they can add to their selling price 
relates only to their spinning activity, ice., they are able to add 673 cents of 
value, not just 50 cents, and still remain competitive. Thus the tariff affords 
an effective rate of protection of 35 per cent. This buffer to import competi- 
tion may permit the firms behind the tariff wall to avoid taking full advantage 
of economies of scale while still being able to compete against imports. 

The foreign firms in Canada tend to turn out a larger than optimal 
range of products—often the full product line of the parent—in relatively 
small volume. Frequently this output is undertaken in a plant that is other- 
wise of optimal size for production of fewer lines. This phenomenon is 
frequently referred to as the “miniature replica effect” of foreign ownership. 
The unit production costs of these firms, which often use the production 
technology geared to the larger (and more efficient) output of the parent 
plants, are usually higher as a result of the smaller output of individual 
products. The smaller output may also be partly attributable to the entry 
of an excessive number of producers into Canada as each firm seeks a share 
of the protected Canadian market. In the absence of strong domestic com- 
petition (as a result of the concentration of companies and product differentia- 
tion), and in the absence of strong import competition (as a result of tariff 
protection), there is a lack of pressure on foreign owned subsidiaries in a 
number of Canadian industries and their Canadian counterparts to fully 
achieve the economies of scale offered by the Canadian market (to say 
nothing of the economies offered by serving other markets as well). 

Smaller production runs, miniature replica operations and more numer- 
ous firms in a given industry than may be most efficient for a market the size 

*®The formula normally used in calculating the effective rate of protection (E) is as 
follows: value added in domestic production (A), minus the value which would have been 
added in domestic production in the event that there were no tariff on the finished product 
(B), divided by the value which would have been added in domestic production in the 


event that there were no tariff on the finished product. That is, E equals A-B. 
B, 


PINES) 


of Canada, all tend to result in unit costs for Canadian manufacturers that 
are higher than would be the case if their production was more rationalized 
to provide for the output of fewer goods in larger volume. Why then do the 
firms not reduce their product line? The fact that competition from domestic 
and import sources is not such as to require them to do so in order to 
survive is only a partial explanation. If costs could be reduced, why would 
the firm find it rational to continue this pattern? 

It is true that Canadian subsidiaries could reduce physical production 
costs in some cases by producing a more limited range of goods in greater 
volume. However, foreign firms in particular tend to manufacture and mar- 
ket their full product line in Canada because of other cost considerations 
that are related primarily to tariffs and transportation. Despite the higher 
unit costs of production involved, they often find it more profitable to produce 
their full line of products in Canada to maintain their market position, and 
in some cases the firm may be attempting in the shorter run to fully exploit 
the productive capacity of existing plants by turning out a wide range of 
products. If the cost considerations involving tariffs and transportation made 
it more profitable for the subsidiary to rationalize its operation by importing 
part of a company’s line of products, while producing the remainder in Can- 
ada—either for sale in the domestic market alone or for export as well—the 
firm would likely do so. 

Rationalization among competing subsidiaries in Canada is not likely 
to be too appealing to these foreign firms that have a full product line for 
which they can find a market in Canada. There is also the possibility, how- 
ever, of rationalization of production between parent and subsidiary where 
the level of Canadian, and possibly also foreign, tariffs makes this a more 
profitable form of operation. If, for example, at least part of a firm’s prod- 
uct line can be imported duty-free, the subsidiary might find it more profit- 
able to import those goods from the parent company, while producing the re- 
mainder of the line in Canada. Canadian tariff policy has, on occasion, 
assisted foreign subsidiaries in Canada to achieve this form of rationalization 
by providing duty-free entry for supplementary models. An even more efficient 
form of rationalization from Canada’s point of view may involve the Cana- 
dian subsidiary producing part of a company’s line of products not only for 
sale in the Canadian market, but for export to some or all of the parent 
firm’s markets in other countries. Such an arrangement may provide the op- 
portunity for the Canadian subsidiary to achieve the maximum economies 
of scale. The feasibility of this form of rationalization may depend in part 
on the level of foreign duties. Canadian tariff policy has in the past also en- 
couraged such a development by providing for a drawback of duty on im- 
ported products related to the volume of exports of Canadian goods in cases 
where the level of foreign tariffs permitted such a complementary exchange 
of goods between affiliated companies. 
| In considering this issue, it is important to take account of a factor that 
can distort the cost picture of Canadian subsidiaries. If the Canadian company 
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is required to carry a proportion of the parent firm’s fixed overhead costs, 
such as those for research and development, this will raise the subsidiary’s 
recorded costs per unit of output and reduce its reported profitability. How- 
ever, these fully allocated per unit costs that the subsidiary is required to bear 
may not reflect the real profitability of the foreign investment because such 
overhead costs may have already been fully covered by sales in the parent 
firm’s home market. The subsidiary’s actual incremental cost of production, 
that is the cost of producing additional units after overhead expenses have 
been covered, would, therefore, be lower than the fully allocated costs as- 
sessed against the Canadian company. 


IMPLICATIONS 


. The evidence thus suggests that foreign investment can -tender Canadian 
| industry | less « competitive by introducing greater concentration and product 
_ differentiation. This can restrict competition in Canada, particularly in cases 
where foreign entry is achieved through the takeover of a Canadian firm, or 
where the dominance of a foreign firm already in Canada is increased by 
such an acquisition. Concentration and product differentiation, combined with 
tariff protection and/or an unaggressive domestic competition policy, can 
lead to market structures and price levels which do not generate the most 
efficient production the Canadian market could support, nor a price level 
which that efficiency would permit. These cost factors also limit the oppor- 
tunity for such goods to be marketed abroad. 

The foreign firm may have an advantage over a Canadian counterpart 
of a kind that contributes to industrial efficiency in Canada. This may well 
permit such firms to dominate a Canadian manufacturing industry. The capac- 
ity of a foreign subsidiary to draw on a parent’s technological innovation, 
engineering and management services, for example, offers a potential benefit 
to Canadian industrial efficiency—at least in the short-run—if these cost ad- 
vantages are reflected in lower prices. 

Similarly, the spreading of fixed costs over larger markets by foreign 
owned firms or MNE’s can benefit Canada. The economies of large scale pro- 
duction might permit Canada to acquire various valuable inputs at a lower 
cost than could be achieved by indigenous production. The same result could 
flow from Canadian firms operating in a sufficiently large market. 

For a few industries, the Canadian market is simply too small by itself 
to support the volume of output that would be required from just one plant of 
the minimum size necessary to achieve the economies possible from large 
scale production. In many other industries, however, the market is sufficiently 
large to permit the economies of scale to be realized. But these economies 
are not likely to be achieved in such industries, either, if the Canadian en- 
vironment provides support for the continued existence of a substantial num- 
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ber of individual plants and firms, each producing a full range of products 
in relatively small volume. Foreign direct investment undertaken behind the 
shelter of high tariff walls contributes substantially to the development of this 
kind of structure in many manufacturing industries. 

Even where there are economies already being achieved through the 
integration of Canadian production with a foreign firm, however, the question 
remains whether the benefits of these economies are being transmitted to the 
Canadian market. If a foreign firm (or Canadian firm) is under no pressure 
to do so, the savings could be taken in the form of increased profitability for 
the parent in one form or another. Where the competition for firms in Canada 
comes from import competition, Canadian prices will tend to the level of 
prices in the United States, plus transportation, plus tariff costs (assuming 
a United States producer is the one with the easiest access to the Canadian 
market). Savings from foreign investment which do not get passed on to the 
Canadian market-place in one form or another are of little or no benefit to 
Canada. 

The advantage of the foreign firm may stem from marketing factors, 
rather than from economies of production or technology. Particularly in the 
case of United States based consumer product firms, the advantage may 
result from their capacity to transfer United States marketing patterns to 
Canada by producing a wide variety of styles or models of a given product 
using the parent’s product designs, in some products making frequent (gen- 
erally annual) design changes, or supporting a substantial advertising cam- 
paign and selling at prices which an independent Canadian firm could not 
match if it had to undertake similar expenditures. In this way, the advantage 
of spreading fixed costs is taken in the form of cost increasing, product dif- 
ferentiating techniques, rather than in price reducing, cost savings. This 
constitutes an advantage for the Canadian consumer only if he is genuinely 
benefited by the United States market demand patterns. Whatever advan- 
tages are to be gained by the Canadian consumer from such a marketing 
pattern could be enhanced by adoption of a more rationalized production 
system. 

Even if the foreign owned subsidiary pays a pro-rated price for these 
inputs of product design and promotion, the large scale facilities and interna- 
tional operations of the parent firm reduce the cost below that which would 
have to be borne by an independent firm attempting to match such product 
proliferation, frequency of change, or distribution and marketing techniques. 
These techniques are, however, forms of intercorporate rivalry that consti- 
tute “product differentiation”, which is often artificial in nature, and fre- 
quently do not result in real price competition. Where this pattern of demand 
and promotion becomes firmly entrenched, entry opportunities for other 
firms—Canadian or foreign—are significantly reduced. 

The foreign firm might enjoy a degree of product differentiation which 
is based on advertising spill-over from the United States or other source, or 
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upon market power which is rooted in the effective domination of the distri- 
bution of a product or service. This form of advantage for the foreign firm 
similarly offers no real benefits to Canada and reduces the competitive 
forces in the Canadian industry involved. 

Aside from these potential advantages enjoyed by a foreign firm, 
parental backing might provide easier access to capital from internal resources 
of the firm or from the financial markets in Canada or abroad. The benefit 
which this confers on a foreign firm also makes it more difficult for an 
independent Canadian firm to enter or compete effectively. Where this easier 
access to capital is not based on efficiency or economies of scale—or is based 
on efficiencies which are not passed on to the Canadian market—Canadian 
industrial efficiency is not enhanced by the foreign controlled operation. 

Some of these problems are open to correction by domestic policies, 
particularly those involving competition and tariffs. In the case of domestic 
competition, the fact of foreign ownership complicates the application of 
Canadian policy. The problems arising out of jurisdictional complications 
and the difficulties of obtaining evidence of some offences for which 
documentation is located outside Canada, are discussed elsewhere in this 
study. Product differentiation rooted in the home market of the foreign firm 
which spills over into Canada is not readily countered so as to give Canadian 
firms of equal efficiency an equal chance of success. A vigorous enforcement 
of a domestic competition policy can help to remove some of the artificial 
barriers (i.e., those not based on any different qualities of product) to the 
entry of more efficient operators and to contribute to the reduction of some 
of the disadvantages of product differentiation which is supported or ex- 
panded by these techniques—both by foreign owned and Canadian owned 
firms. 

The remedy of reducing tariff and other trade barriers can become 
increasingly less effective in overcoming inadequacies of competition in 
Canada if most potential suppliers of comparable strength in terms of market 
image are already located in Canada through direct investment, particularly in 
the case of industries that are oligopolistic internationally—that is, industries 
dominated by relatively few firms of large size. Nevertheless, even in these 
industries there remains some scope for increasing efficiency if a reduction in 
trade barriers leads to a degree of international rationalization of production 
between the parent organization and the Canadian subsidiary. 

While this analysis has primarily considered the potentially adverse 
effects of foreign investment on competition, the competitive advantages of 
the foreign owned firms can also work to Canada’s benefit. In some industries, 
Canadian firms are likely to find entry difficult. In fact, entry without the 
advantages of having a foreign parent may be virtually impossible in some 
industries. These advantages include the capacity to enter in a truncated 
form—capitalizing on the economies of scale which come from the centraliz- 
ed performance of many of the functions of the parental head office or 
from elsewhere in the corporate structure. Under these circumstances, new 
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foreign investment can stimulate domestic competition, induce innovation 
and cost saving by all the Canadian firms, and thus benefit the Canadian 


economy. 


NATURAL RESOURCES 


The above discussion has focused on the manufacturing sector of 
the economy. Following is a similar analysis of the resource industries. 

Foreign raw material processing and fabricating firms tend to integrate 
backwards in order to control their own inputs. This makes the operation 
of a mine in Canada by an independent firm more difficult in some cases 
because markets are foreclosed by virtue of vertical integration. Similarly, 
if economically attractive resources are owned by foreign processing firms 
which need the inputs for their own operations, independent operations of 
processing facilities are also made more difficult. 

Canadian natural resource development is characterized frequently by 
significant degrecs of vertical integration—as is the case in most economies 
of the world. The high degree of foreign ownership in this sector has been 
noted earlier in this study. The primary motivation for this integration and 
foreign control is the desire of foreign firms to maintain their strength in 
their home markets—rather than to increase their domination of the Cana- 
dian market. It has, nevertheless, resulted in barriers to entry and concentra- 
tion in some of the Canadian resource industries. 

The average firm in the mineral industry is half as large again as the 
average manufacturing firm (assets of $3.2 million versus $1.9 million). It 
is also more capital intensive that its manufacturing counterpart. In 1967, 
$1 in sales required assets of $2.97 in the mineral industry and 90 cents 
in the total manufacturing industry. 

The average size of mining industry firms controlled by non-residents 
is over five times larger by all standards of measurement than that of firms 
controlled by Canadians. Average assets for foreign controlled firms were 
$17 million in 1967 versus $3.8 million for Canadian controlled firms. 
Whereas foreign controlled firms represent 11.5 per cent of total firms, they 
own sixty per cent of industry assets. In addition, the assets per foreign con- 
trolled firm in the mining industry are about four times greater than the as- 
sets of Canadian controlled counterparts. 

The big foreign controlled firms are particularly concentrated in petro- 
leum and coal products (24 firms with average assets of $198 million), 
smelting and refining (28 firms with average assets of $86 million), primary 
metals (60 firms with average assets of $52 million), and metal mining (63 
firms with average assets of $31 million). The eight largest firms in petroleum 
accounted for over eighty per cent of industry sales in 1968. The four largest 
firms in primary smelting and refining accounted for nearly ninety per cent 
of production. 
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Of the 46 mineral industries surveyed, a study shows that 32 are very 
highly concentrated; 5 are of high concentration; and 4 are fairly highly 
concentrated. Only 3 were regarded as fairly low and 2 as low.*° Mining is 
more highly concentrated than manufacturing. Fuel production (e.g., oil wells) 
was of very low concentration. Mineral based manufacturing (primary 
metals, petroleum and coal products, and non-metallic mineral products) is 
relatively highly concentrated. 

Barriers to entry are significant and world-wide integration of firms is 
not infrequent in this sector. While product differentiation is not relevant at 
the primary stages, capital requirements and foreclosed markets are signifi- 
cant impediments to independent Canadian entry. 


CONCLUSIONS 


Foreign direct investment can reduce competition in Canada—and may 
do so without adding benefits to the Canadian economy. If the competitive 
advantage of the foreign firm is not based on technological superiority or 
efficiency, or if the efficiencies are not transmitted to the Canadian market- 
place, Canada generally does not benefit. In some cases of a new investment 
by a foreign firm for the manufacture of a product based on its own market 
differentiation, the addition of an alternative source of production can help 
to promote greater competition in the industry. In such cases, the increased 
competition may produce pressures for greater efficiency and the transmission 
of such benefits to the market-place. This is more likely to be the case if a 
new investment brings an additional differentiated product to the market than 
if there is a foreign takeover of a Canadian firm already marketing its own 
product. 

The statistics cited in this chapter indicate the large size of foreign 
owned firms, their dominant position in many Canadian industries, and the 
fact that the industries which they dominate tend to be concentrated and 
often characterized by product differentiation. Foreign investment may simply 
introduce concentration or artificial product differentiation into Canada with 
little or no offsetting benefit. Furthermore, foreign investment may extend 
the world-wide pattern of concentration and product differentiation into 
Canada. Competition in Canada might thus be reduced, and independent 
entry of Canadian owned firms made considerably more difficult. 

Domestic policy on competition can resolve some of the concerns raised 
here. Since mergers are part of the concern of the proposed Competition 


® Stewart, op. cit. 
The basis of the categorizing was to add the total number of firms whose output had to 
be included to account for 80 per cent of the production of the industry: 
up to 4 firms—Very high 
4 to 8 firms—High 
8 to 20 firms—Fairly high 
20 to 60 firms—Fairly low 
over 60 firms—Low. 


Zod 


Act, foreign takeovers having adverse competitive implications, with little 
or no offsetting justification based on efficiencies, could be prohibited. Bill 
C-256 stipulated that prohibition ought to be considered in the case of take- 
overs which: significantly reduce domestic competition; reduce export op- 
portunities for Canadian firms; extend market dominance from abroad into 
Canada or otherwise increase or maintain market concentration; integrate 
a Canadian firm into an international cartel or curtail the vigour of Canadian 
competition by placing the Canadian firm into an international pattern of con- 
centration. In each case, if the acquisition were to increase efficiency to the 
benefit of the Canadian market, the acquisition would not offend the proposed 
Competition Act. The purchasing of a viable Canadian firm by a foreign firm, 
without adding any capacities which will make the firm more efficient, is of no 
advantage to Canada. If such a merger has any of the adverse effects set out 
above, it is harmful to Canadian interests from the point of view of competi- 
tion and efficiency. 

Aside from the role for legislation in connection with mergers, the com- 
petitive impact of new foreign investment is a further aspect of the potential 
benefit or cost to the Canadian economy from foreign investment. Just as a 
foreign takeover might make a previously ineffective firm more competitive 
and innovative, new foreign investment could add considerably to the domes- 
tic competitive environment. In fact, it is possible that in some industries 
only foreign investment can be expected to add new suppliers to the domestic 
market in view of the barriers to entry which only an established firm can 
overcome. The foreign firm might be able to surmount more easily the ob- 
stacle of high capital requirements through internally available funds, superior 
credit-worthiness in Canada, or easier access to foreign capital markets. It 
might possess some distinctive advantage (perhaps a degree of product dif- 
ferentiation of its own to rival present producers), it might be able to achieve 
the economies of scale of some functions which only international markets 
for the spreading of certain costs can support. Truncated entry is possible 
for such a firm, expanding the scope of its Canadian activities as its market 
expands. The new entrant might also be less likely to be guided by the local 
“business norms” which constrain competition. 

In addition to stimulating competition in his own industry, the foreign 
entrant (in attempting to improve his own margin of profit) might also 
stimulate improved performance from suppliers—possibly by instructing sup- 
pliers and related industries in improved techniques. 

As noted in the earlier part of this chapter, however, foreign investment 
historically has not always added to the competitive vigour of the Cannadian 
market. Foreign takeovers are more likely than new investment to reduce 
competition—and the acquisition by a foreigner of a dominant Canadian 
firm is more likely than a foreign acquisition of a smaller firm to restrict com- 
petition. The competitive impact of a new foreign investment which adds no 
new technology or efficiencies to Canada can be equally adverse. Such entry. 
can constitute a technique for extending domination in the Canadian market 
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and achieving the restrictions observed in the case of takeovers. Conse- 
quently, any review procedure would have to bear in mind these aspects of 
foreign investment. 

A further complication which foreign control poses for Canadian com- 
petition policy is that of agreements entered into by the parent or affiliated 
firms abroad which affect the behaviour of the Canadian subsidiary, such 
as a directive from the parent to the Canadian firm allocating markets as 
part of an international cartel arrangement. Even where several subsidiaries 
are thus made to act out the terms of an agreement, present Canadian law 
cannot get at the root of the problem since the parties in Canada have not 
actually participated in the agreement as a matter of law. If the parent com- 
pany itself operated in Canada, it could be charged. The mere fact that an 
incorporated subsidiary, rather than the parent itself, is doing business in. 
Canada permits Canadian law on conspiracies to be circumvented. This has 
been a problem in some cases in the past. It is likely to become increasingly 
important with the growth of MNE’s. 
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Chapter Thirteen 


TRANSFER PRICING AND TAX ADMINISTRATION 


INTRODUCTION 


Taxation policy, both domestic and foreign, frequently has an im- 
portant influence on the allocation of funds and resources within an economy. 
Tax policy can have an important bearing on the differential in opportunities 
for Canadian and foreign controlled enterprises operating in this country. 
By the same token, there are several aspects of tax policy which have a 
bearing on the filling of “gaps” in the capacities of the Canadian economy. 
A number of these considerations have been taken into account in the recent 
reform of the income tax legislation. However, there are limits to the impact 
these new tax measures can be expected to have on the forces that bring 
about foreign investment in Canada. 

This chapter deals with the narrower issue of some of the techniques 
used by Canadian firms which have international affiliations—whether 
foreign or Canadian controlled—to reduce their tax burden in Canada. These 
techniques can adversely affect the national interest by reducing tax revenues 
from foreign controlled operations in Canada. 

If a foreign controlled corporation or MNE can avoid paying taxes in 
Canada, the firm is put at a considerable advantage over its Canadian com- 
petitors—unless it must pay an equal amount of tax outside Canada on the 
profits earned from Canadian sales. 

This is part of a broader policy issue involving the business profits in 
the hands of both Canadian companies with foreign operations and foreign 
companies with Canadian operations which the Canadian government should 
seek to tax. 

A Canadian parent firm can earn sales, service or investment income 
within Canada or from dealings entirely outside of Canada. On income 
from domestic operations, Canada imposes a corporate tax. It does not 
matter whether the firm is selling to Canadian buyers or to foreign buyers, 
the tax applies equally. If the foreign buyer is an affiliate of the Canadian 
firm, the prices set on goods and services “sold” are subject to adjustment 
on reassessment by the tax authorities if the sale is at other than at fair 
market value. This is to avoid an unreasonably low price being set for the 
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purpose of artificially shifting profits to the foreign based affiliate, where 
taxes might be lower than in Canada. Conversely, imports from such an 
affiliate might be priced unreasonably high and require reassessment for the 
same reason. These transactions bear particularly close watching when one 
of the affiliates is based in a “tax haven”. 

The income of foreign subsidiaries of Canadian firms might come from 
sales and service activities carried on entirely outside Canada. To tax 
such income (particularly if it were taxed prior to its repatriation to the 
Canadian parent) might place Canadian companies at a competitive dis- 
advantage vis-a-vis foreign competitors who are able to take advantage 
of any lower taxes accorded certain classes of income in some other coun- 
tries. However, not to tax income from foreign sources may well serve 
as an inappropriate incentive to Canadian investment in foreign, as opposed 
to domestic, activities. Clearly a compromise between conflicting objectives 
is necessary if the system of taxing foreign source income is to protect the 
competitive position of Canadian-based companies and at the same time 
avoid granting a type of tax subsidy to foreign investment. 

The Canadian subsidiary of a foreign firm is clearly taxable in Canada— 
and Section 69 of the Income Tax Act does require that transactions with 
non-arm’s length firms be at fair market values. This does not, of course, 
mean that Canada is drawing as much tax revenue as it might in all cir- 
cumstances. Canada might, for example, derive increased benefit, in terms 
of revenue and employment, if further processing were done in Canada 
before export. The capturing of these “downstream profits” by one means 
or another involves important policy issues—particularly where the tax 
on income derived from the extraction of raw materials has been set at a 
low level to encourage such activity in Canada. 

The aspect dealt with in this chapter is that of international transactions 
involving Canada. Where a disproportionately low amout of income is 
earned in Canada by a domestic subsidiary, the reason may lie in the artifi- 
cial diversion of profits from Canada. In these circumstances, it is within 
Canada’s ability to capture some greater part of the global earnings of 
the enterprise. 

A consideration of transactions moving through Canada involves Cana- 
dian and foreign owned firms alike, although foreign owned firms probably 
account for a greater volume of non-arm’s length transactions than Canadian 
owned firms. For these purposes, Section 69 provides a legal basis for dealing 
with the problem to the extent it exists. There would seem to be no reason 
why a Canadian firm selling to a Canadian buyer should pay more taxes than 
a firm selling to a foreign market through the vehicle of a foreign affiliate. 
If the degree of taxation would place the Canadian sourced goods and services 
at a competitive disadvantage in international markets, a more general policy 
judgment on tax levels and international competitiveness is necessary. 

_ Of primary concern here is the use of transfer prices set by agreement 
between related companies, since the extent of import and export activity 
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that revolves around foreign controlled firms makes this consideration par- 
ticularly important. The payments for services which flow between affiliated 
companies can have a similar impact. 

A firm evaluates the profitability of an investment in Canada on the 
basis of its net effect on the company’s total business operations. This includes 
not only profits earned by the Canadian affiliates, but also earnings which 
the parent derives from the subsidiary in the form of royalties, management 
fees, and profits on the inter-affiliate sale of components and capital goods. 
Similarly, interest on funds provided to the subsidiary may add to the profit- 
ability of the Canadian investment. These various avenues for returning 
profits to a foreign investor also permit a certain flexibility and ability to 
minimize the total tax burden of the Canadian company. It is necessary for 
any country exposed to numerous international transactions which are not at 
arm’s length to police the values set on these transfers to avoid a potentially 
serious loss of tax revenues. 


TRANSFER PRICING 


In the absence of any controls on actual capital flows, the reassessment 
of transfer prices on goods or services between affiliated companies affects 
only the tax revenues of the host and home governments. The companies 
involved remain free to move funds as they see fit, subject only to this con- 
straint of paying the appropriate taxes. 

The taxable profits of a Canadian firm can be made to vary dramatically 
by means of ostensibly minor changes in transfer prices. The tax revenues 
resulting from a foreign investment can be an important part of the benefits 
received by the host jurisdiction. These revenues are drawn out by the host 
government before the home government taxes the proceeds on repatriation. 
So long as the tax levels in the host jurisdiction are not above those of the 
home jurisdiction, and provided the home government permits the taxpayer 
to take credit for taxes paid to a foreign government, the taxpayer does not 
lose anything by the payment of taxes in the host economy. The MNE can 
frequently offset higher Canadian taxes through the tax credit granted by the 
home country on other foreign income that is taxed abroad at levels which 
are below those at home. 

The potential impact on taxable income of a relatively minor change 
in the transfer price can be illustrated by a simple example: 


A B 
Transfer price into Canada ...... $10.00 $10.50 
Selling price in Canada .......... 12.00 12.00 
Gross profits in Canada .......... 2.00 1.50 
Local expenses in Canada ........ 1.00 1.00 
INGtEDIONts DER aAIN a. ele task ct aa $ 1.00 $ .50 
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An increase of five per cent in the transfer price charged to the subsidiary 
reduces by fifty per cent the taxable income in Canada. 

While a firm could seek to move profits out of Canada by increasing 
the charges imposed on the subsidiary (or decreasing the price paid for pur- 
chases from the subsidiary), the reverse might also occur. That is, the Cana- 
dian subsidiary might be undercharged for purchases from the parent or 
overpaid for sales to the parent. The prevailing corporate tax levels in 
Canada and the increased vigilance of United States tax authorities over 
transfer pricing since the early 1960’s make this area one of legitimate in- 
terest for Canadian authorities. 

There do exist motives other than tax liability for the shifting of taxable 
income by means of adjustments to inter-affiliate transfer pricing. The 
existence of minority shareholdings in Canada might induce a controlling 
shareholder to minimize the earnings of a partially owned affiliate. 

The Income Tax Act deals with the matter of transfer pricing (in 
Section 69) by requiring that prices in non-arm’s length transactions be set 
at a “fair market value” or at a “reasonable amount” for goods and services. 
Where an open market price exists for the item involved, the “fair market 
value” is reasonably easy to set. When dealing with components for which 
there is no open market, or with charges by the parent to a subsidiary for costs 
of management, research, sales and technical assistance, royalties and interest 
on funds, the task is considerably more complicated. The setting of prices 
for such transfers can be quite difficult and arbitrary. Evidence of this is 
seen from the fact that the two divisions of the Department of National 
Revenue, Taxation and Customs and Excise—each operating under different 
statutes—-have been known to set different “fair market values” on the 
same commodities.*! Customs officials have a tendency to seek as high a level 
as is reasonable on imports, while taxation officials can be expected to lean 
to the lowest reasonable value. 

Customs law and procedures generally are biased toward high import 
prices, reflecting their concern with safeguarding the level of protection 
Parliament affords to Canadian producers to encourage Canadian production, 
employment and development generally—regardless of ownership considera- 
tions. At the same time, this policy can have an adverse effect on the benefits 
accruing to Canada from the operation of foreign owned subsidiaries in terms 
of reducing the taxable base of these firms, facilitating transfers of profits 
to other jurisdictions and increasing the level of Canadian production costs 
via higher import prices. 

The issue of transfer pricing with regard to service payments, royalties 
on technology, and administrative and management services ordinarily provid- 
ed by the head office is also very important. To what extent, for example, 
should the salary of president of the parent be charged to the earnings of 
foreign subsidiaries. Such assignments of costs are even more difficult to 


"The criterion of “fair market value” for duty purposes is laid down in Section 
36(1) of the Customs Act. 
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assess than the fair market value on commodities. Some host countries treat 
salaries of officers of the parent corporation as expenses of that corporation 
and insist that the total cost be ascribed to the parent—not as an expense 
to be borne by the subsidiary for purposes of earning income. To make a 
proper assessment of the various charges, the taxation authorities require 
fairly detailed information on both the Canadian firm and the foreign 
affiliate. 

The present legislation empowers the Department of National Revenue 
to review all such charges and to reassess the taxpayer at the level of the “fair 
market value”. In the administration of the Income Tax Act, the individual 
tax auditor is given considerable discretion in determining whether particular 
non-arm’s length transfer prices or other intra-company payments should be 
questioned. Periodic auditing tests are made in cases where intra-company 
transactions occur. The procedure for determining fair market value is to 
ascertain the price to strangers in similar circumstances. Where such a 
value cannot be readily ascertained, it can prove difficult to gather adequate 
evidence to challenge the taxpayer. 

The enforcement of these tax provisions falls into the general pattern of 
tax administration—a periodic auditing of tax-paying corporations, plus the 
closer examination of questionable cases. It is not clear whether a more 
intensive enforcement of the transfer price provisions would produce signifi- 
cant new revenues or lead to wider compliance, since the evidence on the 
extent of non-compliance is rather limited. 

The legislation provides for reassessment authority in cases of “non-arm’s 
length” transactions. The tax returns of international companies do not identify 
which transactions fall into this category, so that some difficulty is experienced 
in identifying the transactions to which to apply the relevant section of 
the Act. Furthermore, there are no regulations stipulating the manner in 
which “fair market value” is to be set in such circumstances. The Customs Act 
does provide for a regulation-making power to govern the determination of 
fair market value for its purposes. Consideration might usefully be given to 
providing similar authority under the Income Tax Act, although the problem 
of establishing the substance of the rules remains. 

Transfer pricing has been discussed here solely as a consideration 
involving tax revenue. It is worth noting, however, that the prices set on 
transactions between affiliated firms may also perform other functions if the 
corporate management chooses to use prices and profits as a technique of 
management control. The transfer price charged affects the profitability 
of the subsidiary. If the subsidiary is directed by a defined profit target, the 
transfer price can be used to influence the subsidiary to ensure that its deci- 
sions accord with the global strategy of the firm. The subsidiary management 
will act so as to maximize its own profits, but it will do so within an environ- 
ment which is shaped by the “control system”, of which the transfer pricing 
forms a part. This aspect is not developed in this study, since the control 
system can readily be changed by the parent and is employed in lieu of more 
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direct managerial control by the parent. That is, it permits apparent decen- 
tralization of decision-making—without the loss of “real” control. The 
decisions of the subsidiary are then maintained as compatible with the 
global interests of the firm. In this respect, the investment or other resource 
allocation decisions are ultimately determined by the parent and are not 
influenced by the transfer price techniques for moving profits around the 
corporate system. The determinants of the investments and their location 
are based on the more fundamental economic and business considerations. 

For example, under some circumstances inter-affiliate transactions may 
be undertaken at incremental cost—so as to avoid idle capacity in one place 
while the firm in another place either builds new capacity or purchases from 
an outside source. Under other conditions, the transaction might be priced 
at market prices—so as to keep the supplying operation efficient by market 
standards. The price set for “control” purposes can be different from that 
used for tax return purposes and has clearly different objectives. This chapter 
does not deal with this aspect and has examined transfer pricing from. the 
single perspective of the shifting of profits around the corporate system. 


OTHER TECHNIQUES FOR REDUCING TAX REVENUES 


Techniques to minimize taxes are engaged in by all corporations re- 
gardless of whether they are Canadian or foreign controlled. There are very 
few that have special significance for foreign controlled firms that have not 
been dealt with under the former or amended tax law. Brief mention should 
be made, however, of one other technique. 

“Thin capitalization”—the practice under which an investor places an 
excessive portion of his investment capital in the form of debt, rather than 
equity—permits the deduction from taxable income of interest charges and 
the distribution of business profits in the guise of a return of loan capital. 
When the transaction spreads over a national border, Canadian tax revenues 
are more seriously affected. 

While thin capitalization can impair the ability of the corporation in- 
volved to raise further debt from outsiders, the foreign controlled subsidiary 
may find its credit-worthiness to rest ultimately with the parent firm. As a 
result, there would be fewer constraints on thin capitalization. 

Recognizing this problem, the new Income Tax Act provides for the 
denial of tax deductibility of excess interest to shareholders (i.e., where the 
debt to equity ratio exceeds three to one) and for the treatment of such ex- 
cess transfers as dividend payments. 

A similar but opposite technique is followed by some Canadian com- 
panies. In this case, the Canadian company is inclined to invest in shares of 
a foreign affiliate, rather than in debt, in order to realize its return in the 
form of tax-free dividends, rather than taxable interest income from a foreign 
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affiliate. This is particularly attractive if the Canadian company can arrange 
to deduct the interest paid on funds borrowed to invest in the shares of the 
foreign subsidiary. 


CONCLUSIONS 


It is reasonable for international enterprises to arrange their affairs to 
minimize their tax burden on the total corporate venture. It is equally legit- 
imate for host governments to seek for themselves a fair share of tax reve- 
nues based on the income derived from business activity. 

The issue of what income should be subject to tax is beyond the scope 
of this study. The concern here is simply to assure that domestic laws are 
effective in securing the revenues which it is Canadian policy to collect. 

The principal concern in this regard relates to the prices on goods and 
services and other charges between affiliated firms, which make it possible 
for taxable income to be shifted out of Canada. The law on this point is prob- 
ably sufficient. The extent of inter-affiliate dealings warrants paying particular 
attention to the way in which the law is administered. 


ae 


Chapter Fourteen 


BALANCE OF PAYMENTS IMPACT OF FOREIGN 
DIRECT INVESTMENT 


Earlier in the study,°? one question considered was whether it was im- 
portant to have continuing inflows of direct investment from abroad for 
balance of payments reasons in light of the present and prospective state of 
that balance over the next few years. 

This chapter is concerned with a related but separate issue, namely, the 

_ balance of payments consequences-of foreign direct investment. The analysis 
hhere is not as much concerned with the immediate impact of direct invest- 
ment for the balance of payments as with ways in which the balance of pay- 
ments is affected over a period of time by foreign direct investment. Unlike 
the earlier analysis, it is more concerned with the impact of a particular in- 
vestment of the balance of payments and less with the aggregate effect of all 
direct flows in any given time period. 

Economic research thus far does not permit any precise links to be 
drawn between foreign direct investment and other elements in the balance 
of payments. However, the kinds of outflows and inflows on the balance of 
payments resulting from foreign direct investment can be identified. 

A foreign direct investment in Canada gives rise to continuing payments 
abroad. Of these outflows, the most evident and important is the remittance 

_of dividends. (Profits which are retained within the Canadian enterprise are, 
in effect, further direct investment. They are recorded by some countries 
as both outflows and offsetting capital inflows, but their real effect is not upon 
the year-to-year payments position so much as on a country’s balance of 
long-term indebtedness.) Interest payments on funded debt between affiliates 
are small. The “other business service payments” on the non-merchandise 
or invisible account relate to royalties, management fees, engineering and 
advertising fees, insurance and so on. Data covering two recent years for 
these items are shown in Table 46 below, which includes payments to foreign 
parents and affiliates only. 

These totals, incidentally, are very roughly equal to one half of total 
Canadian payments to non-residents for dividends, interest and other 


82 See Chapter Six. 
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TABLE 46 


PAYMENTS BY FOREIGN CONTROLLED FIRMS 
TO NON-RESIDENT PARENTS AND AFFILIATES* 


1967 1968 
$ Million 
Dividends 52.4452. 40242 eee 516 490 
Interest on Funded Debt...............0.0.00000.0000... 10 11 
Other Business Service Payments.................. 395 463 
LOtals i. h ee eee ee eaten eee 921 964 


*SOURCE: Statistics Canada. 


business services. The difference is made up by several factors: payments 
abroad by foreign controlled firms to non-affiliates (which includes all of the 
payments by foreign controlled firms that have no foreign parent, such as the 
International Nickel Company of Canada), interest payments on borrowings 
by foreign controlled firms by way of bank loans; and all payments by Can- 
adian controlled firms and governments (e.g., provincial borrowings) to non- 
residents. 

In addition to these large payments on the invisibles account, there is a 
big and ever-growing volume of payments on the merchandise account, due 
to the tendency of foreign controlled firms to buy an increasing proportion of 
their needs abroad. As explained above,*? foreign controlled firms are more 
import-oriented than Canadian controlled firms. About thirty per cent of 
Canada’s import trade is from affiliates, worth around $4 billion. A propor- 
tion of this might not flow out of Canada in the event that these firms were 
Canadian controlled, since Canadian controlled firms are less import- 
oriented.*4 

In addition to the continuing payments referred to above, direct invest- 
ment may be accompanied by imports of machinery, equipment, other mer- 
chandise and business and professional services associated with the initial 
investment. For instance, in establishing a new chemical plant in Canada, a 
foreigner may bring with him from his home country specialized machinery 
and equipment. 

There are also less direct and less immediate effects on the balance of 
payments. To the extent foreign direct investment leads to expenditures on 
Canadian property, goods, manpower and services (rather than on imported 
goods, manpower and services), these expenditures result in increased Cana- 
dian investment and consumption. This has a wealth-creating effect in Can- 
ada, which may lead indirectly to higher imports of goods and services. — 

%3 See Chapter Eleven. 


- * This, of course, does not mean that it would be more economically efficient for 
all these firms to be Canadian controlled. 
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On the credit side, the initial direct investment often brings with it 
foreign exchange,°5 although this is not the case in the event of a share swap 
or if the investment is made wholly through borrowings in Canada. 

In addition, when productive capacity is increased by foreign direct in- 
vestment, there is the likelihood of either a direct or indirect increase in ex- 
ports or displacement of imports. But before concluding that this constitutes 
a surplus-creating impact on the balance of payments, it is necessary to know 
what would happen if the direct investment were not made. For instance, it 
is possible that the foreigner is exporting to Canada in small volumes (causing 
a deficit impact on the Canadian balance of payments) and that he has built 
a sufficient export volume in Canada to justify building a plant here. In the 
case of secondary industry, it would be important to know whether the for- 
eigner could expect to maintain and to expand his Canadian market if he did 
not invest here. In the case of resource exploitation, it would also be impor- 
tant to know if and when a Canadian developer would likely come along in 
the event that the foreign investment were held back, and if the Canadian 
developer would tend to behave differently, for instance, by exporting more or 
undertaking more processing. While a foreign direct investment is likely 
either to reduce imports or increase exports, it is conceivable that in the 
absence of the foreign investment this would happen through a domestic in- 
vestment. Where it would not happen by domestic investment, this aspect of 
foreign investment has a surplus-creating effect. 

The maturity of the investment is also important in assessing its balance 
of payments impact. To the extent that an investment has become fully oper- 
ational, the capacity of the foreign owner to draw off large profits is enhanced. 
However, this does not necessarily mean that the Canadian payments position 
is progressively weakened as an investment matures, since the export potential 
or import replacement potential of the investment would similarly be reached 
only when the investment is fully operational. Many of the other factors re- 
ferred to above are similarly affected by the maturity of the investment. 

As the balance of payments is essentially an aggregate phenomenon, 
close examination of each direct investment would not only be time con- 
suming and very difficult, it would also be of limited usefulness as particular 
transactions constitute only a very small part of the entire payments flow and 
thus individual investments can influence the structure of the balance of pay- 
ments ‘only very slightly. However, experience could demonstrate that the 
overall balance of payments impact of direct foreign investment in one in- 
dustry is generally different than in another industry. This is a matter for 
analysis through time as techniques are developed for making the necessary 
Studies and the required data are gathered. Should this reveal that the over- 
all balance of payments impact of direct foreign investment in one industry is 
generally different than for any other, that might constitute reason for a 
general bias—if the balance of payments were of particular concern to us— 


The fact that this may have an adverse balance of payments impact in some 
circumstances has been dealt with previously. 
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but not an absolute rule for or against direct investment in particular sectors. 
As a general rule, this analysis suggests that Canada should concentrate on 
the “real” effects of foreign direct investment in terms of production, em- 
ployment and incomes. If Canada possesses the industrial structure and degree 
of efficiency necessary to produce the levels of economic activity and em- 
ployment that are desired by the nation (including the access to export 
markets that may be necessary to achieve the economies of scale), then the 
balance of payments effects of foreign direct investment should not be a 
matter of concern. If there is an overall balance of payments problem that 
it is believed needs to be corrected, then it should by preference be dealt with 
through the use of more general economic tools, rather than through measures 
that concern themselves with the impact on the balance of payments of a 
particular industry. 

While no quantitative studies have been carried out in Canada, studies 
have been done in the United States and United Kingdom on the balance of 
payments consequences of foreign direct investment. The United States study, 
carried out for the United States Treasury as a result of its concerns about 
United States balance of payments problems, is of greatest relevance for 
Canada.*¢ 

The study for the United States Treasury is filled with sufficient quali- 
fications that the quantities involved can at best be taken only as rough 
indicators of orders of magnitude. It nonetheless does represent the best in- 
formation available on this subject. According to the study, the balance of 
payments impact of any single investment can vary very widely. Using the 
assumptions in the study which seem most relevant for Canada, it would 
appear that, on average, it takes the United States ten years to recoup through 
all flows on the balance of payments an amount equal to its original capital 
investment in Canada. In some particular cases, the United States never re- 
coups its initial investment in Canada, suggesting that some investments, even 
in the long run, have a surplus-creating effect on the Canadian balance of 
payments. But on average, it would appear that United States direct invest- 
ment in Canada has deficit impact on the Canadian balance of payments after 
a period of around ten years. 

The other factor which is of particular interest is the kind of limitations 
which foreign controlled Canadian firms often have imposed upon them by 
their parents, as these also have a balance of payments impact. Restrictions 
upon export opportunities of a Canadian subsidiary or requirements to pur- 
chase goods and services from a foreign parent or from the foreign parent’s 
supplier can have a deficit-creating impact on the Canadian balance of pay- 
ments. In practice, such restrictions have this impact only if they prevent ex- 
port sales or domestic purchases that would take place in the absence of 
directives from the parent. As available data suggest that more and more of 
Canada’s international trade is between affiliated firms, the potential signif- 


_ %G. C. Hufbauer and F. M. Adler, Overseas Manufacturing Investment and the Balance 
of Payments, U.S. Treasury Department, Washington, D.C. 
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icance of such restrictions is not unimportant. For the same reason, manipula- 
tion of transfer prices in trade in goods and services between subsidiary and 
parent, if sufficiently widespread, can have a significant impact on the balance 
of payments. 

In some quarters recently, concern has been expressed over the fact that 
the annual outflows on the current account for servicing foreign investment 
(i.e., the interest and dividends) exceed the annual inflows of the investment 
in long-term form. For example, in the twelve months ended September 1970, 
payments of interest and dividends on all foreign investment (direct and 
portfolio) were a little more than $1.5 billion. The net outflow for servicing 
foreign investment (i.e., payments minus receipts) was around $1 billion. 

Against this, imports of direct investment (imports minus exports of 
direct investment) were $476 million. Thus, it is claimed Canada is now ex- 
porting more capital than it imports. Other persons, using different figures, 
have made similar types of comparisons. 

This kind of argument is based on conceptually untenable premises. It 
has been noted above that, for balance of payments reasons, Canada has no 
particular need for foreign direct investment. The reasons put forward ear- 
lier, however, related to the strength of the current account. The argu- 
ments set out here compare the volume of new investment against the cost 
of servicing all previously accumulated investment. To compare annual in- 
terest and dividend payments to the flow of new investment is no more 
relevant than to compare the cost of servicing previously accumulated per- 
sonal debts in any one year (mortgage payments, personal loans, etc.) to 
the volume of new debts one can accumulate. 

If one is concerned about whether Canada is paying too much for foreign 
capital, then it is necessary to measure the cost of the foreign direct invest- 
ment to Canada against its worth. This would require adding up interest, 
dividends and any other payments to the parent which could not be directly 
attributed to a good or service being provided by the parent and then compar- 
ing this annual payment to the value of the parent’s accumulated investment 
in Canada—in effect, measuring the cost of capital. 

= In summary, it is evident that to determine fully the long-term impact 


of a foreign direct investment on the Canadian balance of payments requires 
tracing through a series of direct and indirect consequences. Some efforts 
have been made to do this, but thus far this research does not permit precise 
quantification of the relationships. The best study available suggests that 
United States direct investments in Canada, on the average, have an aggregate 
deficit impact on the Canadian balance of payments after a period in excess 

_ of ten years. 

tf If-it were demonstrated that the balance of payments consequences of 
direct investment in Canada over a period of time were substantially more 
adverse in some sectors of the economy than in others, this might be reason 
to have some degree of bias against additional direct investment in that 
sector if the factors responsible for such adverse consequences could not 
be overcome 
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Chapter Fifteen 


THE IMPACT OF FOREIGN OWNERSHIP AND 
CONTROL OF CANADIAN BUSINESS ON 
CANADIAN MONETARY POLICY 


It is frequently asserted by some authorities that the high degree of 
foreign ownership and control of Canadian business reduces the effectiveness 
of Canadian monetary policy. The argument goes something as follows: 
during periods of monetary restraint, the foreign controlled company can 
thwart Canadian economic objectives by drawing on cash reserves or credit 
of its foreign parent; during periods of monetary expansion, the foreign 
controlled company may be required to respond to demands of its parent, 
which may draw funds out of Canada because of other priorities. In either 
case the foreign controlled firm circumvents the objectives of Canadian 
economic policy in general and monetary policy in particular. This chapter 
examines the validity of such assertions. 


MONETARY POLICY AND THE BALANCE OF PAYMENTS 
MECHANISM 


In broad terms the objective of monetary policy is to control credit 
conditions in the light of the current and prospective state of the economy. 
The flow of funds into and out of Canada (including direct investment) can, 
in certain circumstances, make the achievement of this objective more difficult 
through its impact on the structure of the balance of payments. In this 
respect, capital flows are not unlike trade flows, which can also have reper- 
cussions On monetary policy through the balance of payments. 

If a capital inflow is offset by a corresponding outflow of capital or 
payment for imports of goods or services, there is no impact on the balance 
of payments—nor pressure on reserves, the exchange rate, or price levels— 
and hence it is less likely to raise complications for monetary policy. If a 
capital outflow is offset by a corresponding inflow, the same considerations 
apply. 

On the other hand, if capital inflows are not offset by corresponding 
outflows, they can necessitate a shift in monetary policy. For example, assume 
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a tight money situation in Canada relative to the United States and also, for 
the sake of simplicity, a fixed exchange rate. In these circumstances, capital 
tends to flow into Canada. To maintain the exchange rate, it must be taken 
into reserves, which, in turn, must be acquired through the use of government 
cash. Over a period of time this could lead to a drain on government cash 
balances. If these are run too low, the government must raise additional cash 
either through taxes or by selling securities.°7 

The problem for the monetary authorities arises principally because 
they cannot fix both interest rates and the money supply at the same time. 
If the government seeks to sell securities, without any parallel increase in 
the money supply by the monetary authorities, it would probably have to 
raise its interest rates, which in turn would tend to push up interest levels 
generally, which because of the “openness” of Canadian capital markets 
would induce further capital inflows, either by forcing Canadian borrowers 
to find funds abroad or attracting the funds of foreigners seeking higher 
returns in Canada. Therefore, action by the government to raise the necessary 
funds to finance the external imbalance merely exacerbates the problem. 
On the other hand, if the monetary authorities seek to maintain interest rate 
levels in order to reduce the prospect of further capital inflows, they would 
have to be prepared to hold additional securities themselves and thereby 
increase the money supply. This expansion of the money supply would, of 
course, be inconsistent with the desired policy of credit restraint. 

It should be borne in mind that a capital inflow can itself affect the 
balance of payments adjustment process. This can occur in at least three ways: 


(i) A capital inflow (especially in the form of direct investment) may 
involve the immediate importation of goods or services (e.g., 
machinery or feasibility studies). 

(ii) The wealth-creating effects of an inflow can encourage increased 
consumption and consequently increased imports. 

(iii) If the monetary authorities have a view about the appropriate 
exchange rate for Canada and move to protect it by adding to 
reserves, this could lead to an increase in the money supply. The 
resultant fall in domestic interest rates could lead to capital out- 
flows as funds sought higher returns elsewhere, which would exert 
downward pressure on the exchange rate. 


Similar considerations apply to a capital outflow. 

The degree of impact of a capital flow on monetary policy depends in 
part on exchange rate policy. If exchange rates are free to find their own 
levels, the task for the monetary authorities is somewhat eased, since the 
exchange rate will absorb at least part of the impact which, under conditions 

The fiscal option is seldom used because of the time lag problem and the difficulties 
in raising taxes, but it is relevant to note that in theory, at least, the openness of the 


Canadian economy and concomitant capital flows can affect the ability of the government 
to have an “independent” fiscal policy. 
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of fixed rates of exchange, would fall entirely on the level of reserves. To the 
extent that movement of the exchange rate reduces pressures on the reserves, 
the monetary authorities are freer to conduct monetary policy in the light 
of credit conditions in the economy. This would probably lead to a more 
stable monetary policy than is possible under a fixed exchange rate. 

The use of a floating exchange rate would not change the direction of 
adjustment required to bring the balance of payments into equilibrium—some 
change in Canadian price levels relative to international price levels would 
be required whether the exchange rate were fixed or floating. It is possible 
that the relative distribution of the burden of adjustment, in terms of sectors 
of the economy or classes of the population, under fixed or floating rates 
would be different, but, given the present state of knowledge, this cannot 
be effectively measured. 

Canadian government policy over the years has been to permit the free 
flow of all forms of capital between Canada and other countries. Indeed, 
one of the anomalies of the Canadian financial system is that there are fewer 
imperfections between Canadian and international (i.e., New York) capital 
markets than there are within the national market. This international “open- 
ness”, resulting from financial intermediaries, large multinational enterprises 
and even some smaller Canadian companies acting as conduits for funds— 
borrowing where interest rates are low and lending where capital is scarce— 
has left little room for a significant divergence between Canadian and foreign 
monetary policies and the traditional spreads between Canadian and foreign 
interest rates. Because of this “openness” and the magnitude and variability 
of capital flows, especially in short-term form, the Canadian market is likely 
to feel the impact of changes in monetary conditions both at home and 
abroad. It is also subject to changes induced by foreign government policies, 
such as the United States interest equalization tax and balance of payments 
programme. 

Of course, there are ways of insulating the Canadian economy, at least 
to some degree, from the effects of changes in foreign monetary conditions 
So as to allow greater domestic control of monetary policy. Mention has 
already been made of the implications of a floating exchange rate, for mone- 
tary policy, but it should be noted that a floating rate creates uncertainty 
for Canadians involved in international trade. The introduction of foreign 
exchange controls would be another instrument for lessening the impact of 
changes in external monetary conditions. This technique could involve signif- 
icant distortions in the process governing the international allocation of 
capital, but it should be borne in mind that a number of distortions have 
already been introduced in this process, for example by the United States 
balance of payments programme, the preference of the capital market for 
large fims, and the barriers to entry to the financial industry. However, direct 
controls on foreign exchange transactions are likely to be less palatable— 
politically or socially—aunless they are urgently required to serve the national 
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interest. They would also be difficult to administer in an economy as open 
as Canada’s if they covered inflows and outflows of funds for a wide range 
of purposes. 

A foreign inflow puts the Canadian borrower (or foreign investor) 
in a position to make an immediate claim on real Canadian resources and 
may thus effect a shift from one potential set of users of these real resources 
to another. If the foreign investor happens to be a foreign multinational 
firm, and assuming there is no increase in the money supply, it is possible 
he is displacing a Canadian user of that real resource. Whether an increase 
in the money supply has an inflationary impact would largely depend upon 
the extent to which the particular capital inflow generates an increase in 
real production equivalent to the increase in the money supply. If there is 
an inflationary increase in the money supply, the inflationary impact is 
borne by the whole economy and only partly by this priority claimant on 
real resources. 


FOREIGN CONTROL AND MONETARY POLICY 


It is against this background that we should consider whether the num- 
ber and size of foreign controlled business concerns operating in Canada 
lead to a proportionately greater level of inflows and outflows and changes 
in their pattern and timing than otherwise would be the case, thus increasing 
the exposure of the Canadian monetary system. 

During periods of credit restraint in Canada, some foreign controlled 
subsidiaries have pursued expansionary investment programmes. While this 
also occurs in the case of Canadian owned firms, foreign controlled firms 
probably have easier access to capital because they are able to draw on the 
relatively large resources of parent and affiliated companies for cash re- 
quirements (depending, of course, on the availability of funds and the parent 
company’s other priorities). The foreign controlled company’s familiarity 
with foreign money markets (through its parent’s contacts or its own inter- 
national dealings) makes borrowing abroad easier and perhaps less costly, 
especially if the parent’s name is used or a parental guarantee is obtained. 
Although there is some evidence that interest rates in Canada and the 
United States for comparable debt may not be very different, in general, 
lower interest rates in the United States have in the past favoured the parent 
consolidating the debt of all subsidiaries and raising the money in the 
United States. Recent United States preoccupation with its balance of pay- 
ments appears to have reduced this tendency. It should be noted that the 
multinational structures make it extremely easy to move capital between 
affiliated companies either through loans, transfer pricing, variations in the 
payments of accounts payable and receivable or other similar conduits. 
While this flexibility may enable an MNE to react more quickly than domes- 
tically controlled firms to government monetary policy—for example, to use 
sources of credit abroad to expand more quickly when monetary policy is 
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expansionary—it also puts it in the position to pursue its own long-run 
interests irrespective of monetary policy. This flexibility also makes it more 
difficult for the monetary authorities to have full knowledge about the mag- 
nitude of the flow of funds through various channels and to what extent it 
should take action to control the money supply to meet its particular ob- 
jectives at any given time. 

However, too much weight should not be put on evidence that in some 
cases foreign controlled firms have pursued expansionary programmes during 
periods of credit restraint in Canada. The objective of tighter money is not 
to stop all investment, regardless of market prospects, but to bring about 
the postponement of marginal projects. The point remains, however, that 
the likelihood of investment decisions of foreign controlled companies (and 
Canadian MNE’s) becoming marginal as a result of monetary policy is lower, 
given their size, financial independence and power. The burden of adjustment 
tends to be borne to a greater extent by the smaller and less powerful (and 
predominantly Canadian controlled) firms. 

A more meaningful way of determining whether foreign owned sub- 
Sidiaries tend to frustrate the objectives of Canadian monetary policy, al- 
though not an entirely satisfactory one, is to establish whether, as a group, 
they are increasing their rate of expansion during periods of restriction and 
reducing their rate of expansion when monetary conditions are eased. Table 
47 indicates trends in financing by the “reporting subsidiaries” compared 
with total uses of funds for investment by Canadian business for the 1965- 
69 period. This material should be used as illustrative only; because of the 


TABLE 47 


INVESTMENT FUNDS AVAILABLE TO THE “REPORTING SUBSIDIARIES”* 
(millions of dollars) 


1965 1966 1967 1968 1969 

Current Savings (Depreciation and 
Retained Mannings) ee ee 1,248 1,282 1,400 1,608 1,662 

External Sources 

RromiGanadas sss... ate. en 220 268 374 77 273 
ROMP ADL OAC seer een es 560 466 207 —168 80 
780 734 581 —9] 353 
otal SOurcesse ae. See ae 2,028 2,016 1,981 1,517 2,015 
Index 1966 = 00m eee eee 100.6 100.0 98 .3 Died, 99.9 


Total Business Investment inCanada 7,922 9,662 9,604 9,223 9,830 
Change in Non-Farm Business 


ENVENTONCS Hc coe +1,166 +1,026 +367 +473 +534 
Total Business Requirements for 

POST Aaa ce nae ect. 9,088 10,688 9,971 9,696 10,364 

index:1966=100ien. eee aoe Se. 85.0 100.0 92.4 90.7 96.0 


*SourcE: Department of Industry, Trade and Commerce. 
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lags between the raising of funds and their expenditures, too close a parallel 
between the two series should not be drawn. The figures appear to indicate 
that in 1967 the “reporting subsidiaries” had resources available for under- 
taking capital investment in greater volume than would have been desirable 
in the existing economic circumstances. The year 1967 was one of relatively 
tight money. There was a somewhat greater reduction in fund requirements 
by “reporting subsidiaries” in 1968 than might be indicated for Canadian 
business, as a whole, and a somewhat greater build-up in 1969. Both 1968 
and 1969 were years of unusually tight credit conditions. Part of the drop in 
1968 results from a net outflow of funds to foreign countries, in contrast with 
the more normal pattern of a substantial inflow. This reversal may, in part, 
be attributable to the United States balance of payments programme. While 
firm conclusions cannot be drawn from this table, it seems to indicate that 
during the feriod in question the “reporting subsidiaries” were moving or 
were in a position to move in directions which might have conflicted with 
monetary policy objectives. 

It is important to underline that this ease of access to foreign sources 
of funds during times of relative credit restraint in Canada is related not so 
much to the fact of foreign ownership as to the size, flexibility, financial 
power, and international activities of the multinational enterprise. Large 
Canadian controlled firms, especially those with international operations, 
are basically in the same position in terms of access to foreign money mar- 
kets in times of credit restraint in Canada. In fact, large firms, whether 
multinational or not, are becoming increasingly independent of monetary 
policy because of their ability to fimance themselves through retained 
earnings.*® 

As pointed out in Chapter Fourteen, there is a high degree of concen- 
tration in the Canadian economy. This is particularly the case in the mining 
and manufacturing industries which are dominated by large multinational 
corporations, many of them foreign controlled. Because of the rigidities in- 
troduced by this oligopolistic structure, these firms are able to frustrate ag- 
gregate tools, such as monetary policy. The result is that the burden of 
adjustment is shifted on to others, namely, the less concentrated sectors, 
those with less market power and the non-corporate sector, all of which tend 
to be Canadian controlled. 

Up to this point we have dealt with the impact of foreign ownership 
and control on Canadian monetary policy in the context of a policy of credit 
restraint in Canada. Similarly, when Canadian credit conditions are rela- 
tively easier than abroad (although this is unlikely to happen very often 
because of the extent of our integration into the world trade and payments 
system) other priorities within the multinational enterprise may lead to the 


*In the context of domestic control of the national economic environment, it is rel- 
evant to note that cash flow and, to a certain extent, the size of retained earnings are 
related mainly to the capital cost allowance in the tax system. In other words, fiscal policy 
helps to provide large firms with the financial flexibility to avoid or dampen the effects of 
monetary policy. 
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withdrawal of funds from Canada. Borrowing in Canada by the multi- 
national enterprise (whether Canadian or foreign controlled) for use out- 
side Canada could put additional pressure on Canadian capital markets, 
thus increasing demand and interest rates. While this has not been a problem 
in the past, it could become one, especially as capital markets develop 
further. 

Governmental pressures on the parent of a subsidiary operating in 
Canada may also lead to a withdrawal of funds from Canada or, at least, 
to a reduction in the rate of inflow. Because of the potential magnitudes in- 
volved, such behaviour could have serious impact on Canadian capital 
markets. For example, the United States balance of payments problem 
appears to have led to a shift in the structure of financing of foreign owned 
companies in Canada. The Department of Industry, Trade and Commerce 
survey of foreign owned companies shows that reporting companies reduced 
the proportion of their net borrowing from parents and affiliates from 
$456 million, or 58 per cent of net external (capital) funds in 1965 to $211 
million or 36 per cent in 1967. There was a net return of funds to parents 
and affiliates amounting to $176 million in 1968 and $33 million in 1969. 
Loans of these companies from Canadian chartered banks increased by 
over 100 per cent during the same period (1965-69) from $505 million to 
$1,172 million. However, during the period in question total bank business 
loans were expanding rapidly. Large loans in the over $5 million category, 
which is the type of loan most likely to be used by foreign controlled com- 
panies, grew nearly 300 per cent (from $994 million to $2,756 million) 
and thus the effect is not perhaps as dramatic as at first sight appears. Never- 
theless, it would seem that the United States balance of payments problem 
has tended to bring foreign controlled subsidiaries closer to the Canadian 
commercial banking system and, if anything, made them slightly more sub- 
ject to the influence of Canadian monetary policy. 

In certain circumstances, the objective of monetary policy can be more 
short-term and specific, such as to defend the exchange rate—as in the period 
November 1967 to May 1968. While speculative flows were the main 
source of the problem, the multinational enterprise, whether foreign or Ca- 
nadian controlled—with its large volumes of intracorporate flows—was in 
an excellent position to add to these speculative flows and to increase down- 
ward pressure on the dollar. The problem was probably greater in the case 
of foreign controlled MNE’s only because there are more of them and they 
tend to be larger. The response of United States controlled subsidiaries to 
the United States balance of payments programme, especially during the 
first few months of 1968 (prior to the exemption for Canada), indicates 
that Canadian vulnerability is increased because these companies may 
respond to requirements of foreign laws, policies or regulations. 

It would be misleading, however, to exaggerate the leakages that result 
from the high degree of foreign ownership and control of Canadian cor- 
porate business, or the existence of the MNE regardless of its ownership. 
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Very sizable capital flows occur in other than the corporate sector, with 
a large volume of foreign borrowing being done by the provinces, munic- 
ipalities and their agencies. Furthermore, the emergence of an international 
capital market serving both long- and short-term needs has introduced con- 
siderable flexibility into company financing. Large Canadian owned cor- 
porations are familiar with this market and use it. Small Canadian owned 
companies also have some access to it through dealers who know the inter- 
national money market. The Porter Commission on Banking and Finance 
confirmed this conclusion. 


CONCLUSIONS 


In summary, it appears that leakages—which complicate the effective- 
ness of Canadian monetary policy—occur as a result of the integration of 
the Canadian economy with the world economy (including both trade flows 
and capital markets), rather than as a result of the degree of foreign control 
of Canadian business. Foreign control does not appear to have been the 
major cause of the openness. To some extent there may have been an ele- 
ment of reciprocal causality (openness leading to foreign control leading 
to greater openness), but by and large the openness of the Canadian econ- 
omy to trade and foreign investment seem to have had the same basic deter- 
minants (see Chapter Three). It follows that the impact of foreign owner- 
ship and control on Canadian monetary policy can probably be characterized 
as marginal. 

Where there is an economic situation involving a balance of payments 
surplus, coupled with an unacceptable level of unemployment, two points 
emerge. Firstly, it is incorrect to suggest that Canada could not afford to 
block capital inflows (as distinct from other elements that may accompany 
them) at a time of high unemployment. Further net inflows could cause the 
exchange rate to appreciate and raise the price of exports relative to imports, 
with consequent adverse effects on employment. To the extent that adjust- 
ment takes place through an increase in the level of reserves, it would 
probably lead to an increase in the money supply (since it is unlikely that 
the monetary authorities would wish to raise the general level of interest 
rates). A capital inflow which increases the money supply makes sense where 
levels of employment are not satisfactory. It is less sensible from a balance 
of payments and savings perspective. Our current account is now in surplus, 
indicating that a net shortage of savings is not a Canadian problem at the 
moment. 

Secondly, from the perspective of domestic control of the national 
economic environment, it may be better in these circumstances to limit the 
capital inflow and allow monetary policy to be determined by domestic 


requirements, rather than have that policy determined by the need to respond 
to the capital inflow. 


250 


Both of these points would, of course, have to be modified if the foreign 
inflow can do more to increase employment than the use of the same amount 
of capital by Canadians because of the concomitant introduction of tech- 
nology or some other advantage. This would only apply if it were not possible 
to separate the capital inflow from the acquisition of the technology or other 
benefit. (The advantage may, in fact, stem from the provision of capital itself 
if the amount required for a particular undertaking cannot be readily mobilized 
in Canada, but this need could be reduced if intermediation in capital markets 
is improved in line with the suggestions outlined in Chapter Six.) In these 
circumstances, an argument can be made for looking carefully at investment 
inflows on a case-by-case basis to determine whether they bring with them 
something otherwise lacking in the economy that would lead to increased 
activity, rather than simply displacing activity by Canadian controlled enter- 
prise. A financial inflow unaccompanied by any other benefits would not 
seem to be appropriate in circumstances of a current account surplus and 
unsatisfactory levels of employment. 

Takeovers of Canadian firms by foreign interests in the economic 
circumstances which have existed recently provide a good example of this 
point. When these takeovers occur, the resultant capital inflow (assuming 
foreign and not Canadian capital is being used) has to be taken into reserves. 
Otherwise, the inflow leads to upward pressure on the Canadian exchange 
rate with adverse effects on export- and import-competing industries. In 
order to maintain the exchange value of the Canadian dollar, the government 
purchases the foreign currency offered in connection with the takeover by 
running down its cash reserves, by borrowing, or by employing tax revenues. 
But the cash needs of the government in financing the exchange transaction 
are the same as if it had raised the money to finance the foreign takeover of 
the Canadian firm. Such takeovers can only be justified in economic terms 
if the foreign buyer is bringing something new to the Canadian economy 
which would either increase industrial efficiency, employment, or other 
benefits. 
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Chapter Sixteen 


EXTRATERRITORIALITY—THE IMPACT OF CERTAIN 


FOREIGN LAWS AND POLICIES ON THE 
BEHAVIOUR OF CANADIAN FIRMS 


INTRODUCTION 


Foreign laws and policies can affect Canadian firms in four basic kinds 
of circumstances: 


(i) 


(ii) 


(iii) 


Where the Canadian firm is part of an international structure and 
an affiliate which is located in a foreign jurisdiction is instructed by 
the authorities in that jurisdiction to behave in a manner which 
affects the Canadian firm. This can occur where the firm is Cana- 
dian controlled or foreign controlled. This would apply, for 
example, in the case of a United States directive issued under its 
balance of payments programme affecting the flow of funds out of 
the United States. 

Where a Canadian firm’s affiliate in a foreign jurisdiction is in- 
structed by the authorities of that jurisdiction to require the Cana- 
dian firm to do or refrain from doing certain things. This, too, can 
affect Canadian controlled and foreign controlled firms. 

This would apply in the case of a United States directive 
under the balance of payments programme instructing a United 
States firm to have funds transferred to it from its Canadian sub- 
sidiary. Further examples are the application of United States anti- 
trust decrees against a United States firm—or a Canadian firm 
having a United States subsidiary—instructing that it have the 
Canadian firm comply with the order, or the provisions in the 
Trading with the Enemy Act prohibiting firms controlled by United 
States persons or companies from trading with certain countries. 
Where a Canadian firm having no international affiliation is obliged 
to accept particular undertakings as a condition of entering certain 
international transactions. A Canadian acquiring goods or techno- 
logy originating in the United States could be required to accept 
certain restrictions on the re-export of those goods or technology 
under the legislation of the United States and similar legislation 
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in Canada. United States securities legislation may also have a 
similar impact. 

(iv) Where a Canadian corporation having no international corporate 
affiliation or transactions with the jurisdiction involved is inhibited 
from undertaking certain activities because of restrictions imposed 
by a foreign government on the conduct of its nationals who are 
involved with the Canadian corporation. An example is the Trading 
with the Enemy Act prohibition against United States nationals 
involved with a Canadian controlled company dealing with the 
nationals of certain other countries. 


Some of these circumstances constitute the direct extraterritorial appli- 
cation of a foreign law, as in the case where the law directs a Canadian firm 
to do or refrain from doing something, even though there is no voluntary or 
actual contact between the Canadian firm and the foreign jurisdiction. In 
other cases, a law applied by a foreign country within its own jurisdiction can 
have indirect extraterritorial effects on Canadian firms by virtue of the 
activities of international commerce. This would be the case, for example, 
where a Canadian firm was given access to United States technology only 
on a condition it was not made available to a communist country. 

Any jurisdiction needs to be concerned about behaviour beyond its 
own borders because of the way in which international business structures 
and commercial transactions can affect the implementation of domestic 
policy. There is nothing unique about the extraterritorial application of 
United States laws, although their impact beyond the national borders of the 
United States may be more far-reaching than is the case with the laws of 
most other countries. Failure to follow some activities beyond domestic 
borders would permit domestic policies to be easily and flagrantly circum- 
vented. This is particularly so when the foreign activity has no apparent pur- 
pose other than to evade the impact of a domestic law, although the problem 
can also arise from foreign operations which have a commercial or other 
purpose of their own. In such cases, the laws and policies of the two juris- 
dictions may be in conflict. 

Canada’s exposure to these problems is substantial because of the high 
degree of foreign investment and international commercial transactions— 
particularly with the United States. As a matter of principle, Canada has a 
right to exercise full control over activities which occur within its borders— 
and should assert this right. The direction of behaviour within Canada by 
foreign governments offends this principle. However, full assertion of this 
territorial sovereignty cannot get at some policies of foreign governments, 
which are aimed primarily at affecting the domestic activities of firms or 
persons in their home jurisdiction but indirectly can have an impact on 
Canada. Only a reduction of Canada’s international exposure or international 
arrangements can neutralize these latter effects. 

The assertion of jurisdiction by Canada can also include the co-operation 
of the Canadian government in permitting foreign authorities to investigate 
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the behaviour of foreign affiliates in Canada and direct its cessation or 
modification in certain cases. Similarly, Canada may want to examine cer- 
tain behaviour of companies outside the country in pursuit of its domestic 
policies. The extent of international movement and activities of persons, assets 
and businesses requires such co-operation if domestic laws are not to be 
frustrated. Such an accommodation of the interests of a foreign government 
is itself an exercise of the Canadian sovereign right to control activities within 
its borders. 

In some cases, Canadian interests may not be served by allowing foreign 
authorities to direct firms in Canada to conduct their affairs in a certain way. 
Foreign orders of that sort ought to be blocked by the Canadian government 
under those circumstances. 

In some cases, it may be best to block the application of a particular 
foreign law or policy entirely by preventing certain actions from taking place 
in Canada. On other matters, no Canadian legislative action may be neces- 
sary if the activity involved is not a matter of concern. In still other cases, 
inter-governmental co-operation might be in order—or techniques for differ- 
entiating the offensive from the acceptable directions emanating from a 
foreign authority ought to be established. 

This chapter will examine five areas of concern to Canada over the 
years. All of the instances selected deal with United States legislation and 
policies. They are the Trading with the Enemy Act, the Export Administra- 
tion Act (formerly the Export Control Act), antitrust legislation, securities 
legislation and balance of payments policy. 

There are numerous other areas where the policies of different countries 
come into contact—and sometimes conflict—which are not dealt with here, 
such as tax administration and criminal law jurisdiction. A considerable 
degree of international co-operative action has developed in these areas, 
which might provide useful models for handling conflicts of the sort consid- 
ered in the following discussion. 


TRADING WITH THE ENEMY ACT 


THE LEGISLATION 


Any exportation or trading with Cuba, China, North Korea and North 
Vietnam is subject to prohibition when undertaken by persons subject to 
the jurisdiction of the United States courts. Section 5(b) of the Trading with 
the Enemy Act of 1917 empowers the President or his nominee “during the 
time of war or during any other period of national emergency declared by 
the President” to investigate, regulate or prohibit all commercial and finan- 
cial transactions by Americans with certain foreign countries or the nationals 
of such countries. 

On December 16, 1950, when the Chinese entered North Korea, 
President Truman invoked his powers under this legislation and assigned 
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responsibility for this application to the Treasury Department in the Office 
of Foreign Assets Control. This Office has required a licensing of commercial 
transactions by United States persons or firms (including affiliates or sub- 
sidiaries of United States persons or firms) with the governments or nationals 
of China, North Korea and North Vietnam. 

Similar transactions involving Cuba are governed by the Cuban Assets 
Control Regulations, established under authority of the same legislation. 

Exports of strategic materials by foreign affiliates or subsidiaries of 
United States persons or firms to Russia and all countries of Eastern Europe 
(other than Yugoslavia) are controlled by the Transaction Control Regu- 
lations. The commodities included on this list parallel closely the cocom 
list (the list drawn up by the Coordinating Committee, a group made up of 
all the NATO countries other than Iceland and Japan). This is in addition to 
the other controls applied to munitions exportation by United States con- 
trolled subsidiaries. 

Unlike the Export Administration Act controls considered later in this 
section, the Treasury Department authority under the Trading with the 
Enemy Act is not dependent on the goods or technology having originated 
in the United States. The rules are applicable directly to exports made by 
foreign subsidiaries or affiliates of United States persons or firms. The critical 
issue is that of the degree of connection to the United States which is re- 
garded as necessary to activate these rules—the rules being applied regard- 
less of the origin of the technical data or components or the location of the 
manufacturing. It is not relevant legally to the United States authorities 
whether the goods involved are validly made under Canadian law and 
shipped abroad under a Canadian export permit. Indeed, even activity under- 
taken by United States controlled firms in Canada with the support of the 
Canadian government becomes subject to these export limitations—the 
sanctions for violations being imposed on those within the reach of United 
States authorities who have “control” over the subsidiaries or have partici- 
pated directly. 

In principle, fifty per cent United States ownership is regarded as 
sufficient to establish a controlling position of an American firm over a 
Canadian subsidiary, even though the majority of directors are not American. 
The United States shareholders and directors are expected to exert influence 
over the companies’ activities, and are liable for violations. The United 
States regulations may also be invoked when real control rests in the hands 
of Americans, although they have less than fifty per cent ownership. 

The application of the regulations in relation to China was eased first 
on December 19, 1969. From that date on, United States subsidiaries and 
individuals could trade with China provided that no United States dollars, 
United States vessels, United States goods, United States technical data, nor 
strategic goods (regardless of origin) were involved—and provided that the 
transactions were “incident to the conduct of business activities abroad en- 
gaged in by any individual ordinarily resident in a foreign country in the 


256 


authorized trade territory, or by any partnership, association, corporation or 
other organization which is organized and doing business under the laws of 
any foreign country in the authorized territory”. Canada is included in the 
“authorized territory”. This relaxation of the rules did not apply to dealings 
with North Vietnam or North Korea. 

On April 14, 1971, President Nixon announced his intention to further 
modify these rules regarding China. This would permit the use of United 
States dollars in transactions with China; permit United States oil companies 
to provide fuel for ships or aircraft proceeding to or from China (except 
Chinese owned or chartered carriers going to or from North Vietnam, North 
Korea or Cuba); permit United States vessels or aircraft to carry Chinese 
cargoes between non-Chinese ports and to enter Chinese ports; permit 
Americans and United States controlled firms to ship certain non-strategic 
goods to China under general licence. 

This step would remove some of the restrictions against United States 
controlled firms dealing with China. Furthermore, the Chinese are still re- 
luctant to deal with United States controlled companies—and have expressed 
some reservations about dealing with firms whose effective control is in 
Canada but which have substantial American holdings. 

Ostensibly, Cuba has also been the subject of a modified set of rules. 
A general licence has been issued which allows foreign companies (other 
than banking institutions) owned or controlled by United States persons or 
firms to trade with Cuba in foreign-origin goods located outside the United 
States—provided that neither United States dollars, nor transport by United 
States interests, nor exports are involved. There is, however, an important 
qualification to these modifications which virtually nullifies their significance. 
This section expressly “does not authorize any person subject to the jurisdic- 
tion of the United States to engage in or be involved in any transaction”. This 
has been interpreted so as to preclude all United States citizens from partici- 
pation. As a result, while a United States subsidiary technically would be 
allowed to deal with Cuba, Americans on its board of directors would not be 
permitted to do so, which could effectively block the company from dealing 
with Cuba. In fact, even Americans on the board of a wholly Canadian 
controlled company would appear to be subject to the prohibition with 
regard to Cuba. 

_Trade of the types described above can only take place under the 
authority of a licence issued by the Office of Foreign Assets Control. It is on 
the issuance of licences to Canadian firms that most of the discussions be- 
tween the two governments have taken place. 


APPLICATION OF TRADING WITH THE ENEMY LEGISLATION 


Aside from regulations under Canada’s Export and Import Permits Act, 
which require permits for the re-export of goods generally and restrict the 
movement abroad of strategic goods from Canada, trade with the countries 
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covered by the United States Trading with the Enemy Act is neither pro- 
hibited nor subject to licensing under Canadian law. In applying the Cana- 
dian law requiring licensing of United States re-exports from the country, 
Canada has undertaken to prevent the re-export of United States goods from 
this country in cases in which the United States regulations would prevent 
initial export from the United States. Thus, while Canadian trade with Cuba 
and China in non-strategic goods is not restricted, the export of United 
States-origin goods must be licensed, and generally will not be approved. 
The Canadian authorities do not examine the export of Canadian-origin 
goods to China and Cuba, so that steps by United States authorities to 
block this category under the Trading with the Enemy Act trade is not part 
of any voluntary undertaking by Canada in return for some other favourable 
considerations from the United States involving trade regulations. 

Under the Trading with the Enemy Act, United States authorities seek 
to prevent the export of Canadian goods to prohibited countries not only in 
cases where the commodity itself has some link with the United States, but 
also in cases where the United States has some link to the Canadian company 
itself—either through controlling shareholdings by United States citizens or 
through United States citizens involved with the company. (This contrasts 
with the United States Export Administration Act, discussed in the following 
section of this chapter, which is concerned only with United States links with 
goods, rather than with companies.) This kind of restriction, therefore, may 
affect the export of goods that is entirely Canadian in origin, which is 
probably the most offensive aspect of United States export controls. 

It is this category of exports of Canadian made goods, with little or no 
United States content, to which Canadian representations have been most 
strongly directed. 

In 1958, an agreement was reached between Prime Minister Diefenbaker 
and President Eisenhower. The statement made by the Prime Minister re- 
corded an understanding that “United States regulations should not be applied 
in any way to the disadvantage of the Canadian economy. If cases arose in 
the future where the refusal of orders by companies operating in Canada 
might have any effect on Canadian economic activity, the United States gov- 
ernment would consider favourably exempting the parent company in the 
United States from the application of the foreign assets control regulations 
with respect to such orders.” 

In line with this understanding, United States-Canadian discussions have 
taken place on certain applications—and the United States government has 
on a few occasions granted permission to the United States parent to permit 
the Canadian subsidiary to make the sale. Frequently, the shipment never 
actually occurs after permission has been granted, perhaps due to less open 
United States pressures being brought to bear on the parent. In some cases, 
discussions are launched regarding a possible sale, but permission is never 
issued. The criteria applied are understood to be the significance of the export 
to the Canadian economy and the availability of other Canadian firms to fill 
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the order which would be able to do so without violating the United States 
legislation. 

Canadian experience under this scheme—regarding both China and 
Cuba—has not been extensive. Firms subject to the legislation presumably do 
not actively seek sales in these markets and probably are concerned about the 
adverse publicity which might affect them in the United States if the sale were 
undertaken, and in Canada if it were blocked. Requests made by would-be 
purchasers in countries to which sales are made difficult by these rules may 
never actually come to the government’s attention. 

The Merchani-Heeney Report of June 1965,3® paragraph 61, stated 
that: “It is important that each country should avoid efforts, or apparent 
efforts, to extend its domestic law into the territory of the other. A case in 
point... the administration of foreign assets control under the United States 
Trading with the Enemy Act, as it relates to United States owned branches 
and subsidiaries domiciled in Canada, occasionally comes into conflict with 
the laws, regulations and policies of the Canadian government. We strongly 
recommend that the two governments examine promptly the means, through 
issuance by the United States of a general licence or adoption of other 
appropriate measures, by which this irritant to our relationship may be re- 
moved, without encouraging the evasion of United States law by citizens of 
the United States”. 

These recommendations may have led to some softening of the United 
States position, but aside from the rules noted above regarding China, there 
do not appear to have been any changes in the content of the policy reflecting 
Canadian concerns on this subject. 

The extent of the informal enforcement by American authorities is not 
really known, but one cannot rule out the possibility that persuasion is used 
with United States parents to influence the behaviour of subsidiaries. 

It is not possible to make any economic assessment of the effects of this 
extraterritorial impact of the Trading with the Enemy Act. Indeed, one could 
argue that Canadian firms have had the advantage of access to the markets of 
China and Cuba without competition from United States firms, thus estab- 
lishing a net benefit to Canada, but that remains a matter of speculation. 


POLICY ALTERNATIVES 


It is not difficult to understand why the United States should wish to 
prevent blatant violations by Americans setting up non-operating firms in 
Canada solely to circumvent its rules. But this United States law has also 
restricted Canadian activity based largely, or even entirely, on Canadian 
commodities, technology and manufacture. This raises very different issues. 
The high degree of United States control of Canadian business makes it par- 
ticularly vulnerable to this sort of United States influence. Should the United 
States hold persons over whom their courts claim jurisdiction liable for such 
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transactions—and if those persons have effective authority over firms operat- 
ing in Canada—the alternative possibilities for a Canadian policy which seeks 
to offset this extraterritorial influence (short of severing the links with the 
United States parent) are to: 


(i) impose a counter-liability on persons operating the Canadian firm, 
who are subject to Canadian jurisdiction, if they submit to United 
States authority; 

(ii) attempt to force an export sale prohibited by the United States by 
confiscating or purchasing the goods under mandatory provisions 
and reselling them to the buyer in the prohibited market; or 


(iii) protest to the United States in an attempt to forestall action on its 
part which is contrary to Canadian interests. 


The proposed Competition Act contains a provision prohibiting Canadian 
firms from refusing to enter into export transactions by virtue of the law of 
foreign jurisdiction where the result of such a restriction adversely affects 
competition, efficiency or trade. The proposed Act would prohibit the restric- 
tion of exports in compliance with the laws of a foreign government. The 
impact of this legislation cannot be expected to be too great, since the securing 
of evidence poses administrative problems. It may be difficult, if not impos- 
sible, to establish that an offer to purchase by a foreign buyer in a prohibited 
market amounts to a firm order from the supplier. To prove the offence, it 
would be necessary to establish that a firm order existed—not simply a 
“feeler” or an attempt at harassment of a United States controlled firm in 
Canada. The failure to accept an order may be explained by a variety of 
factors unrelated to the United States law, such as an inadequate Capacity to 
fill the terms of the order or unsatisfactory payment terms. 

This approach based on prohibition has some value in cases that can be 
proved. It could not, however, be expected to deal generally with the problem. 
Nor could this approach be expected to lead to any aggressive marketing by 
foreign controlled firms in the markets involved. It would, however, serve as 
an indication of the Canadian government’s policy. It might also help provoke 
some modification of United States policy under the urging both of firms 
having subsidiaries in Canada which would be exposed to this legislation, and 
firms in the United States which would lose export markets to firms happening 
to have subsidiaries in Canada. 

The forcing of a sale through a governmental purchase of the goods in 
question could be considered as a general policy or as one which would arise 
as a specific performance remedy for cases found to have violated the 
proposed Competition Act provisions outlined above. 

However, the degree of direct government involvement here would 
impose on it the obligation of assuming responsibility for payment. It could 
also lead the purchasing countries—which are largely central planners—to 


Press this agency to have Canada buy more from them in return for the 
export sales. 
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In the case of a forced sale by a Canadian subsidiary in compliance with 
Canadian law, the United States authorities might not enforce their own 
legislation against the parent company. This procedure would require the 
establishment of an agency to determine whether the order is bona fide, or 
simply a means of harassment by a foreign country, prior to invoking the 
public authority to force the sale. Similarly possible, the legitimate business 
reasons for the refusal by the firm to make the transaction could be considered 
by the agency in advance of any forcing of the sale. 

_ It would be awkward for the government, however, to have to involve 
itself this directly and to have to assume the business risks of the transaction. 
Furthermore, while the prohibitive approach of the proposed Competition Act 
sets out government policy, it limits the offence only to a refusal to enter a 
deal because of the prohibition of a foreign law. A refusal based upon the 
marketing strategy of the firm would not be an offence. If a Crown agency was 
established, the government might be under pressure to force the Canadian 
subsidiary to sell to it. Under such circumstances, however, it might be reluc- 
tant to do so. 

The lodging of a protest with the United States over this issue would be a 
renewal of earlier complaints and might be made to appear as a request by 
Canada for a “concession”, rather than as an assertion of its authority over 
business taking place in Canada. This approach could give rise to public 
criticism. Furthermore, if the United States were to make modifications, there 
might be a tendency to seek, however subtly, a reciprocal consideration from 
Canada—perhaps in other aspects of policy which are of considerably greater 
economic and social significance for the country. This could occur despite the 
fact that United States policy is moving in the direction of liberalizing trade 
with China and other communist countries for reasons of its own. 

A special modification of United States law applying to United States 
subsidiaries in Canada—but not elsewhere—is unlikely, since United States 
corporations which would then be discriminatorily denied access to certain 
markets would object. 

What role, if any, could a review process play in lessening the extraterri- 
torial effects of foreign laws? To the extent that a review process is authorized 
to examine particular forms of foreign direct investment, it could identify 
export restrictions or opportunities available to a particular foreign controlled 
firm. The existence of export restrictions—whether arising from corporate 
policy or foreign law, including restrictions arising from balance of payments 
policies of other countries—would constitute a disadvantage which might be 
taken into account by the review body. Both the possibility of Canada ultima- 
tely relying less on foreign controlled companies in many industries, and the 
disfavour of the review authorities for export restrictions, could lead to a 
search for sources of foreign direct investment or production inputs which 
would not act as a conduit for the extraterritorial application of foreign laws 
to Canadian companies. This might reduce the adverse impact of these provi- 
sions on Canadian trade—and potentially cause some pressure to be put on 
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United States authorities by corporations seeking to operate in the Canadian 
market. This would not, however, serve to alter the potential impact of current 
laws on existing United States companies in Canada. 


CONCLUSIONS 


The approach contained in the proposed Competition Act asserting 
national jurisdiction over Canadian business and trade is a partial step, but it 
would not cover many of the impediments to trade with certain countries. A 
review agency, similarly, would have only a limited effect in offsetting the 
impact of foreign law in this area. Nevertheless, the assertion of Canadian 
jurisdiction would have a certain symbolic value and possibly some practical 
effects. 

The attempt by foreign countries to prohibit trade by Canadian firms 
with certain countries which is sanctioned by Canadian law is the most politi- 
cally offensive of the examples of extraterritoriality. It permits constraints, un- 
der some circumstances, despite 100 per cent Canadian content of the goods 
involved. Although the economic significance is not likely too great—partic- 
ularly if trade with China in non-strategic goods becomes possible through 
United States controlled subsidiaries—the political impact on the Canadian 
public may be significant. 


THE EXPORT ADMINISTRATION ACT AND 
CANADIAN EXPORT CONTROL POLICY 


THE LEGISLATION 


The United States Department of Commerce, through its Office of 
Export Control, exercises authority under the Export Administration Act 
of 1969 (the somewhat liberalized successor to the legislation begun as 
the Export Control Act of 1947) to require licences of different kinds for 
all exports of commodities and technical data. Canada is basically exempt 
from this requirement for imports which are destined for use or consumption 
in this country, This exemption for Canada by the United States is unique. 

The exports to Canada which remain under control relate to nuclear 
weapons and power devices, arms and ammunition, and other items such 
as gold, narcotics, natural gas, electrical energy, watercraft, tobacco seed and 
plants. Various conditions and assurances are required for a number of these 
exports. Prominent among the conditions for the strategic items is a written 
assurance against re-export. 

Goods exported to Canada from the United States for re-export are 
subject to essentially the same restrictions as exports directly from the 
United States to those various export points. In the case of exports which 
can move from the United States under “general licence”, re-exports of 
United States goods from Canada can proceed without securing any further 
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American clearance. In the case of certain goods and technical data destined 
for designated countries which require “validated licences” (i.e., specific 
authorization for each export order based on declared destination), the 
approval of the Office of Export Control is technically required. Canadian 
authorities, however, require permits for re-exports under regulations that 
basically apply the United States rules. If there is reason to believe that the 
Office of Export Control might not be in accord with such an export, the 
authorization of that Office is sought before a Canadian permit is issued. 

In the case of exports from the United States requiring validated 
licences, the American authorities consider the particular consignee, the 
country and the intended use. Such licences will only be issued to a United 
States exporter trans-shipping through Canada or to a United States agent 
for the Canadian consignee if he assumes responsibility, since he is within 
the jurisdiction of the United States. A variety of conditions apply to different 
exports and countries. Basically, these regulations apply to exports to com- 
munist countries—excluding Yugoslavia. 

Generally, the United States provisions are becoming less restrictive 
over time, but they are still significantly different from those of Canada. 
Furthermore, their rules regulating re-exportation from Canada go beyond the 
direct trans-shipment of goods in their original form. The United States 
follows components and technical data (either embodied in commodities or 
separately) through levels of reassembly and manufacture in Canada in 
order to control their re-exportation. 

The United States regarding re-export are technically binding on “any 
person”, regardless of citizenship or residence and the legality of the acts 
in question in the jurisdiction of their occurrence. While fines and imprison- 
ment are provided for following conviction in the courts, administrative 
sanctions are most common. The basic penalty is the rather severe economic 
sanction of an “order of denial of export privilege”. United States exporters 
are denied the privilege of exporting and importers abroad are denied the 
opportunity of being associated with export transactions from the United 
States by virtue of a United States order prohibiting United States exporters 
from dealing with such persons. 

Canada has export laws of its own which reflect its views of strategic 
considerations and, as already indicated, it cooperates with the United States 
as a condition of securing free access to goods and technology from United 
States sources. 

To begin with, Canada has participated in an informal grouping of NATO 
countries, excluding Iceland, plus Japan (Co-ordinating Committee for Con- 
sultative Group—lInternational Export Controls, East-West Trade—cocom), 
which provides a form of international regulation of trade in strategic goods 
by member countries. The items which members regard as “strategic” are not 
to be exported to the Sino-Soviet Bloc. 

Since 1947, Canada has had an Export and Import Permits Act, under 
which regulations are issued to restrict the movement of strategic goods and 
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to implement intergovernmental arrangements. The Act has also been used 
to ensure an adequacy of supply in Canada of articles for defence or other 
needs. The Export Control List designates the commodities under surveil- 
lance and the Area Control List designates the countries for which all exports 
require permits. Permits may be granted for the export of goods from Canada 
to countries on the Area Control List or for goods on the Export Control 
List to any country. 

Under this legislation, the re-export of goods originating outside of Can- 
ada requires licensing. While this provision is not limited to re-export of 
goods from the United States, it relates to such goods in most cases. This 
provision in the Canadian law reflects our special relationship with the United 
States and our interest in co-operating with the United States so that imports 
into Canada from the United States may remain free of American licensing 
requirements. Thus, in addition to fulfilling our CocoM undertakings, Canada 
itself will not allow United States controls over known United States-sourced 
goods to be frustrated by diversion through this country. In general, Canada 
will not issue permits for the re-exportation of United States goods if the 
United States rules do not permit it. Failure to comply with these require- 
ments of securing a Canadian licence constitutes a violation of the Canadian 
regulations. 


APPLICATION OF THE UNITED STATES EXPORT CONTROLS LEGISLATION 


Areas of conflict between the administration of the Canadian rules and 
those of the United States do exist. In such cases, United States authorities 
would apply their rules directly to exports from the United States, rather than 
rely on Canada to control any re-exports. 

Canadian controls apply to commodities and to technical data in a 
physical form (e.g., technical drawings) which have a value of over $50.00. 
No attempt is made in Canada to control the export of technical data or 
know-how in the minds of skilled personnel. The American rules do purport 
to cover such exportation. In this area the United States rules would apply 
directly, since Canada does not require re-export permits. (Technical data 
which are “published” or generally available to the public are not subject to 
this set of controls in either country. Patented technology is regarded as 
being “‘published”’. ) 

The enforcement of this provision has been extended by the United 
States authorities to include lawfully acquired United States “know-how” con- 
tained in the minds of United States citizens when applied in employment 
outside the United States. This would cover United States citizens working in 
research and development work for a firm in Canada—regardless of whether 
that firm was United States owned or controlled. 

A further area for direct application of United States controls would 
emerge when United States components are involved in Canadian manu- 
factured goods. Canada exempts from control the re-export of goods (exclud- 
ing the strategic category of commodities) which, despite being partially of 
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non-Canadian origin, “have been further processed or manufactured in Can- 
ada, by combining them with other goods or otherwise, so as to result in a 
substantial change in value, form and use of the goods or in the production 
of new goods...”. There is scope for differing views between Canadian and 
American authorities as to whether the original national identity has been 
lost. If the United States government rejects Canada’s contention that a per- 
mit is not required for a particular product because of the extent to which 
it has assumed a Canadian identity, the United States authorities may claim 
the applicability of their rules and impose consequent sanctions, such as 
“blacklisting” of the Canadian manufacturer involved. 

The point at which United States national identity is lost in the eyes 
of American authorities is unclear. If a component is actually incorporated, 
the final commodity is liable to come under United States controls, regardless 
of the minor nature of the component in the completed item. Similarly, the 
mixing of United States-sourced technology with Canadian or other know-how 
is not necessarily regarded by the United States Office of Export Controls 
as eliminating its national origin. 

Where there is no re-exportation involved, and the commodity is not 
otherwise restricted under the Canadian Export Control List, no licence is 
required by Canadian law. Exports of Canadian goods to Cuba, for example, 
would not have to be licensed—nor Canadian authorities otherwise advised. 
If, however, some re-exportation of United States goods is involved, Canadian 
authorities would refuse to issue a licence for a sale to Cuba. If Canadian 
authorities considered that no re-exportation was involved in a particular 
case, they would not prevent the transaction. 

The United States authorities, however, might act directly to prevent 
such a transaction—basing their move on the Cuban Assets Control Regula- 
tions. 

The extensive reliance of Canadian industry on United States origin 
goods and technology creates substantial scope for the application of these 
re-exportation provisions. The existence of substantial United States control 
over Canadian manufacturing and the known propensities of Canadian sub- 
Sidiaries of United States parent firms to import from parents and their home 
economy widen the range of goods and technology whose re-exportation is 
subject to licensing and perhaps restriction. In either case, the United States 
trade policy determines the minimum restrictions on exports by Canadian 
firms in such circumstances. This applies to both foreign controlled and 
Canadian controlled firms securing components and technology from the 
United States. 

While most countries exercise some control over the export of strategic 
goods and related technological data, the United States traditionally has 
used its international trade policy for the broader purposes of its interna- 
tional policy. Based on its strength as an exporter of commodities and know- 
how, the United States has attempted to create an economic disadvantage 
for countries to which it is hostile. To enforce this policy, the United States 
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has prevented United States exporters and foreign importers (whether United 
States controlled or independent) from using foreign locations for the purpose 
of trans-shipping United States-origin goods and technology. 

The economic significance of the constraints imposed by United States 
export controls cannot be readily assessed. Information regarding the fre- 
quency of refusals of export permits and the volume of trade thereby affected 
has not been collected by the Canadian authorities. Furthermore, the trade 
impact of voluntary compliance or persuasive enforcement by United States 
authorities which never comes to the attention of the government goes un- 
recorded. The total trade constraint which emerges from these controls and 
the extent of additional export trade in manufactured goods which might 
otherwise occur from Canada are matters for speculation at the present time. 
Very few Canadians have been “blacklisted”,#° nor have many Canadians 
been prosecuted in Canada for violating Canadian export controls. 

Complex administrative steps are avoided in trade between the United 
States and Canada as a result of the co-operative arrangements between the 
two countries. Components and technology for domestic use in Canada enter 
freely, since Canadian authorities have undertaken to police their re-export. 
The Canadian authorities apparently attempt to help Canadian exporters 
to do everything they can within these rules. The Canadian authorities might 
help a Canadian prepare his case for presentation to the United States 
authorities. Where the authorities consult directly, they attempt to mask the 
details of commercial intelligence significance. Furthermore, the United States 
authorities claim that the United States manufacturer is not consulted or 
informed as to a potential export sale for a Canadian firm re-exporting United 
States goods. Whether United States manufacturers find it more or less 
convenient to export from Canada by virtue of these arrangements and the 
ultimate need to comply with United States policy is not known. 

There are a number of cases in which United States Export Control 
Regulations have impeded Canadian exports. As in the case of the Foreign 
Assets Control Regulations, issued under the Trading with the Enemy Act, 
there are likely many cases which do not even come to light because the sub- 
sidiary is aware of the likely reaction of the United States government. 

Unlike the potential application of the Trading with the Enemy Act to 
commodities originating entirely in Canada, these export controls apply 
where some American content is involved. While the degree of United States 
content might be minor—or its form, value or use substantially altered in the 
view of Canadian authorities—there is some United States real input or 
technological know-how at issue. The access for Canadian manufacturers to 
such inputs for their domestic operations is of value—and the avoidance of 

““A published United States denial list of firms of close to sixty pages includes only 
four Canadian operators. Three of these are no longer in Canada—having located in Canada, 
apparently, with the principal objective of circumventing the U.S. law or for exploiting a 


particular opportunity. These are not well-known firms. This would seem to reflect a high 
degree of compliance. 
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complex administrative procedures with United States authorities is a genuine 
convenience. Nevertheless, other countries do manage without such special 
treatment. 


POLICY ALTERNATIVES 


There are two economic issues at stake—free and easy access to United 
States components and technology for domestic manufacturing and markets; 
and opportunity for Canadian manufacturing (Canadian or foreign con- 
trolled) to pursue export markets constrained only by Canadian international 
trade policy. Although this legislation has not been a subject of wide public 
debate in Canada, unlike the Trading with the Enemy Act, there is the 
political and symbolic issue of the constraints imposed on activities in Canada 
through United States policies. 

In the final analysis, a determined United States government can—as 
could any government—attach whatever conditions it wishes to exports from 
its industry. Even in the absence of Canadian co-operation, the United States 
could simply and would likely deny exports to Canada unless adequate 
assurances were made against offensive re-export. Whether the United States 
would be prepared to forego access to Canadian markets, what the nature of 
pressures from United States firms having Canadian subsidiaries would be in 
Washington and what the tone of United States public opinion would be on 
this issue if Canada were to refuse to co-operate in the application of such 
restrictions is not clear. The problem would be diminished to the extent that 
there is a reduction of Canadian dependence on United States-origin compo- 
nents and technology. 

The alternative policies open to Canada on this issue are not unlike those 
identified earlier with regard to restrictions arising from the United States 
Trading with the Enemy Act. These are to: 


(i) prohibit the restriction of exports from Canada by reason of a 
foreign law and prohibit the giving of assurances to that effect; 

(ii) force blocked sales to export markets by governmental purchase 
for resale; 

(iii) attempt to secure a modification of United States policies in this 
area; 

(iv) discontinue the Canadian policy of applying United States export 
rules through Canadian re-export licensing regulations; 

(v) take steps to reduce Canadian reliance on United States inputs by 
encouraging recourse to alternative sources. 


The first approach is embodied in the proposed Competition Act. It 
could be unlawful, subject to its impact in Canada, for any person or corpora- 
tion in Canada to restrict export trade pursuant to the laws of a foreign 
government or to meet the requirements of a foreign source acting under the 
laws of a foreign country. 
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This would not affect cases covered by the re-exportation provisions of 
the Export and Import Permits Act, since it is a Canadian law. Only a repeal 
of the re-export provisions of this Act would bring it under the new pro- 
hibition. 

This approach has some disadvantages. Firstly, the securing of evidence 
to enforce a prohibition under the proposed Competition Act could be difficult 
—especially since there are likely numerous unapparent restrictions on 
exports as a result of the United States legislation. It would, furthermore, be 
difficult to distinguish restrictions based on foreign legislative provisions from 
those emerging from corporate marketing strategy. Secondly, American au- 
thorities could apply the provisions of the legislation by requiring an assurance 
against unlawful trans-shipment from the United States exporter. In the case 
of parent-subsidiary trade, the exporter might be able to be held effectively 
accountable—and be able to implement the undertaking without issuing 
express directives to the subsidiary. Alternatively, the United States authorities 
could deny access for Canadian manufacturing firms—particularly those 
owned by Canadians or non-United States-foreigners—to United States goods 
and technology. 

The potential value of this approach would lie in the pressure it would 
bring to bear on United States authorities from the exporters, who have a 
vested interest in easy access to the Canadian market. Public opinion in both 
the United States and Canada might further bolster this pressure. Some inter- 
governmental resolution might then evolve. 

On balance, this alternative of prohibiting the restriction of exports by 
reason of a foreign law is not too promising. The United States government 
is unlikely to modify its rules solely because of Canadian attitudes expressed 
in this way. If it were, however, prepared to relax its rules for various 
reasons, the change could be portrayed by the United States authorities as a 
United States “concession” to Canada and could be suggested as deserving 
some reciprocal concession. Whether a relaxation of the present rules would 
significantly expand Canadian exports is by no means clear. The motives for 
a parent to constrain a Canadian subsidiary from exporting are potentially 
numerous. So long as the restrictions remain, however, some impact is prob- 
ably in effect—and would limit the capacities of the review authorities to 
expand manufacturing exports of United States controlled firms making use 
of parental inputs. 

The second alternative approach, that of forcing of export sales through 
a governmental agency making the purchase for resale, was considered in the 
discussion of the Trading with the Enemy Act. It is less appropriate, in the 
case of this legislation, since there would be far more instances of restrictions. 
Furthermore, the expansion of exports significantly requires an aggressive 
international marketing effort, not simply a response to particular foreign 
orders. 

The third general approach of negotiating for a modification of the 
United States rules poses issues similar to those dealt with in regard to the 
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Trading with the Enemy Act, that of “asking” the United States for a con- 
cession. In the case of the Trading with the Enemy Act, however, there is 
probably a greater affront to Canadian sovereignty and policies, in that it can 
affect activities having no United States inputs. Here we are dealing with 
matters where some United States inputs do necessarily exist. 

There may, however, be some more obvious issues for negotiation, such 
as the degree of transformation of an original United States component or 
element of technology, and the proportion of the total value or significance 
of the unaltered component in the final product required to avoid the appli- 
cation of United States rules. At the moment, the aspect of transformation is 
subject to case-by-case interpretation to determine whether some new product 
emerges. The second aspect—the proportion of the total value or significance 
of the unaltered component—is not currently used as a criterion. If the com- 
ponent remains intact, the relatively small proportion of the total value of the 
end product which it constitutes is apparently irrelevant in the eyes of United 
States authorities. This is partly because the input might be of great signifi- 
cance, despite being a relatively unimportant component of the total value. 
The Canadian formula regarding “a substantial change in value, form, and 
use...or...the production of new goods...” does not involve this cri- 
terion either. 

Attempting to improve the formula through the proportion of value 
added is potentially cumbersome. Any formula regarding percentages of 
value added would pose some administrative complexities. The applicant 
would have to record and value all inputs. The assessment of the value 
added by non-purchased and perhaps intangible inputs is difficult and rules 
would be needed to determine the proper treatment of “mark-ups”, transporta- 
tion costs, packaging, etc. A fixed formula related to the percentage of value 
added would probably have to be subject to some exceptions with regard to 
inputs which, in the view of the United States, are critical. Furthermore, joint 
machinery for reaching decisions in individual cases would be necessary. Con- 
versely, even a relatively large component of value might undergo substantial 
change as a result of Canadian manufacturing. 

While it does not appear useful to attempt to develop a value-added 
formula to determine when an original United States component has been 
sufficiently transformed in Canada to be considered to have taken on a new 
form, it would be useful to further discuss the whole issue of transformation 
with United States authorities. 

American firms want access to the Canadian markets and may have 
substantial investments to maintain. Canadian resources are needed in the 
United States and in some areas Canada has technology of value. Further- 
more, the United States is not the only source of the commodities and 
technology which the United States market currently supplies to Canada 
under the constraints of their export control policies. 

If Canada were to adopt the fourth alternative of simply discontinuing 
its enforcement of the substance of United States laws on this subject, the 
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United States authorities could achieve the same results by prohibiting 
exports from the United States to Canada unless proper assurances against 
re-export contrary to United States policy have been given. This is essen- 
tially the position in which all other countries find themselves vis-a-vis the 
United States. This would involve additional administrative detail for Canadian 
importers and United States exporters to Canada, but would permit the 
Canadian government to withdraw its support of this United States policy 
and indicate to would-be Canadian exporters that it stands ready to help 
them expand their exports despite these United States policies. The present 
posture of the Canadian government probably discourages firms in Canada 
(whether Canadian or foreign controlled) from soliciting its assistance on 
this subject, since the government has a clear policy of denying export 
permits where United States regulations prohibit the trade in question. This 
change might advance the tendency to search for other sources of supply. 

Aside from general policies to increase Canadian capacities to develop 
a manufacturing sector based on indigenous technology, a review process 
might play a role in pursuing the fifth alternative by searching out alternative 
sources of various inputs which have these restrictions attached. It would 
also take the export limitations into account, if they are significant in the 
industry involved, in examining a proposed foreign investment or licensing 
arrangement. 

This might, over time, reduce the dependency of Canadian industry on 
United States inputs and induce a softening of United States rules if the 
pursuit of opportunities in the Canadian market are foreclosed or made more 
difficult for United States-based firms. In addition, the experience and in- 
formation gained through a review process would add to our knowledge 
about the economic significance of these constraints. 

One possible role for a review process could be to seek to expand 
export opportunities for foreign controlled firms in Canada. The existence 
of these export restrictions in law would impede its work in this area to 
some extent—although the significance of the present constraints may not 
be too great. 


ANTITRUST 


THE LEGISLATION 


The American antitrust legislation specifically seeks to extend the 
application of its domestic policies against restraint of competition to foreign 
commerce. The legislation is based on the premise that United States firms 
must not be denied access to world markets by arbitrary corporate action 
which restricts competition, nor is the United States domestic market to be 
denied the benefits of the competitive pressures from any potential sources 
for imports. Section 1 of the Sherman Act, for example, makes illegal “Every 
contract, combination... or conspiracy, in restraint of trade or commerce 
among the several States, or with foreign nations... .” 
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THE APPLICATION OF THIS LEGISLATION 


Through the Sherman and Clayton Acts---the two basic statutes govern- 
ing conspiracies, agreements and mergers in restraint of trade—the United 
States has sought to prohibit arrangements that unduly restrict competition 
either domestically or in respect of United States export and import trade. 

Under the authority of these laws, the United States government has 
asserted jurisdiction over arrangements initiated abroad to restrict competi- 
tion which allegedly have an adverse impact on the freedom of United States 
commerce either domestically or in international markets. 

Canada has experienced the impact of the extraterritorial extension of 
American antitrust laws by the United States courts in three basic ways: 


(i) The United States courts have asserted direct jurisdiction over 
persons and firms in Canada, actually having made such persons 
defendants in antitrust suits. 

(ii) The United States courts have attempted to secure evidence which 
was held in the files of Canadian companies. 

(iii) The decrees following a conviction of a Canadian or United States 
defendant have directed that specific corrective measures be taken 
in Canada or that the offensive behaviour cease.*4 


The United States courts have asserted jurisdiction over Canadian firms 
and persons on one of three grounds: 


(i) The Canadian firms have on occasion been doing business in the 
United States subsidiary or through a branch office. (This has led 
to the actual naming of the firm involved directly as a defendant 
in the suit.) 

(ii) The United States parent, having a Canadian subsidiary under its 
control, has been seen as a conduit for directing behaviour of the 
subsidiary, with the United States parent being directed to ensure 
that certain activities within Canada be altered or discontinued 
(decrees have affected Canadian firms in this way without their 
having been named directly as defendants in the suit). 

(iii) The existence of a United States parent company with control over 
a subsidiary abroad has led the United States courts to assert 
jurisdiction directly over the subsidiary even when the subsidiary 
was not itself doing business in the United States. 


These extraterritorial assertions over foreign business conduct only 
emerged in the post World War II period. Prior to that time, the United 


41 Decrees requiring positive action are available only under civil proceedings initiated 
by the public authorities. Prohibitory orders can arise, however, in the context of both public 
suits and private actions initiated by injured parties. The claimant can recover three times 
the amount of damages he can establish to result from the offence, so that there is an incen- 
tive for such suits to occur. These suits can involve orders which prohibit certain activities 
occurring outside the United States. 
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States courts had operated under the assumption that all legislation was 
prima facie intra-national. This reflects, in part, the advance of activity 
through international business structures and transactions which could readily 
frustrate the purposes of United States antitrust policy. Blatant circumvention 
of a domestic policy becomes possible under such circumstances—either 
through foreign firms set up for that purpose or incidentally used to achieve 
results not available through domestic action. 

The United States courts have paid only limited attention to the policy 
of the host environment affected by a decree. To date, the United States 
courts have not found unlawful, or at least have not ordered the cessation (or 
commission) of, acts which are expressly required (or unlawful) in the 
foreign jurisdiction involved. This is often achieved through the use of a 
“savings clause” in the decree. That is, the court accepts jurisdiction, finds 
a violation and directs that certain acts be committed or prohibited. Where 
the directives involve activities in a foreign jurisdiction, the court, if shown 
that the defendant or its foreign affiliate will become liable under legislation 
of that jurisdiction, by complying with the decree, will insert a provision re- 
lieving the defendant from full compliance. The liability under foreign law 
may not be established clearly in advance, however, and may become 
apparent only as a result of subsequent judicial interpretation by a foreign 
court. The United States courts do not acknowledge governmental “permis- 
siveness” or even “encouragement” for the behaviour in question in the foreign 
location; they desist only when the host government makes something a 
requirement, or prohibits the doing of certain acts. While the United States 
government could conceivably penalize persons in the United States even 
under such circumstances, the United States courts do not do so of their own 
accord, and express legislative direction to do so is unlikely—at least on the 
subject of competition policy. 

Historically, the impact of United States antitrust law on Canadian 
industry has not been serious. There are only a few cases in which the United 
States decrees affected Canadian activities—and their economic impact has 
probably been beneficial in terms of increasing Canadian industrial efficiency. 
Agreements between internationally operating companies not to compete 
with one another in the Canadian market reduce supply and increase prices. 
Agreements to divide world markets restrict competition within Canada and 
limit exports in Canada. 

However, United States antitrust laws also influence United States firms 
in their planning and structuring and this influence extends to their Canadian 
activities. The United States courts have made businessmen conscious of the 
fact that their activities outside the United States can limit United States 
export or import trade, and that such a limitation, in principle, violates the 
Sherman Act. 

Incorporating or using an existing foreign subsidiary as a vehicle for 
participation in an international cartel or restrictive joint venture is a viola- 
tion of United States law. In theory, the wholly owned foreign subsidiary 
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could commit an offence if it acts on parental directives involving the restraint 
of trade, for example a directive involving the division of markets or price 
fixing. It would appear from the jurisprudence, however, that this causes no 
problem until the subsidiary acts in concert with other firms. Suppose, for 
example, that a United States company and a formerly independent company 
manufacturing a similar product line decide to establish a jointly owned 
subsidiary in Canada. The Canadian participant, if it had remained inde- 
pendent, would have been free to compete in a manner affecting the import 
or export trade of the United States (by buying or selling in United States 
markets). As a result, the undertaking of a “joint venture” could be viewed 
as a vehicle for limiting competition in United States import or export markets. 
In such cases, a separate legal entity created under Canadian law offers no 
protection to the American partner of the joint venture. 

From this it would appear that a bias exists in the law for United States 
firms to establish wholly owned subsidiaries in Canada. Such subsidiaries run 
fewer risks of being accused of eliminating or limiting exports to Canada in 
co-operation with a Canadian company or of restricting exports from Canada 
to the United States of otherwise independent business units. The wholly 
owned subsidiary would be less likely to be seen as a violation of United 
States antitrust law—but is not thereby immune from the impact of United 
States antitrust law if the parent engages in activity which offends that law 
and the court feels that a remedy will only be effective by directing that 
certain activities be undertaken by the Canadian subsidiary. 

Mergers or agreements in Canada involving a United States participant 
or subsidiary, even if wholly owned, could be seen as limiting trade with the 
United States (e.g., the formerly independent Canadian firm might have been 
selling in the United States market). Similarly, United States firms might have 
been selling in Canada, and agreements between parent and subsidiary to 
divide world markets where they formerly both operated could be questioned. 


POLICY ALTERNATIVES 


The concerns of United States firms about the application of United 
States antitrust laws to their dealing in Canada could present difficulties for 
any efforts which might be made to achieve a joint venture, to pursue some 
form of international rationalization so that the Canadian-based operation of 
the multinational structure would have export markets allocated to it, or to 
have product lines developed in Canada—rather than the United States. This 
latter scheme would have the express purpose of limiting exports from the 
United States and allocating some of the market opportunities to the Canadian 
operation. Similarly, any attempts to replace imports of United States compo- 
nents would displace United States exports. Where an agency of the Canadian 
government is involved and requires such activity—and no independent 
Canadian interest participates in a way which would suggest a private conspi- 

racy in respect of United States international trade—this would seem to pose 
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few problems. Joint commercial ventures are less likely to be free of such 
concerns. In any case, it would be desirable to consider taking whatever steps 
are reasonably possible to ensure that United States antitrust decrees are not 
able to frustrate Canadian policy objectives. Canadian policy on competition 
and on foreign investment could help to fill the void which currently exists in 
this area. It is the absence of a Canadian policy on this subject which permits 
United States courts to direct action in Canada. 

This shortcoming could be remedied by enactment of domestic com- 
petition legislation prohibiting compliance in Canada with certain foreign 
decrees which were incompatible with Canadian interests. As pointed out 
previously, Canada’s ability to effectively assert its sovereignty in this area 
is consistent with judicial interpretation in the United States, which has 
recognized the over-riding authority of foreign jurisdictions where it has been 
exercised to specifically prohibit or require certain actions. Furthermore, 
the effective implementation of a Canadian competition policy also requires 
that account be taken of international business structures and activities. The 
proposed Competition Act would deal with most of these problems of extra- 
territorial application of foreign law in a manner which is outlined below. 

Before proceeding to discuss possible responses to these problems, it 
should be noted that international action by governments on these issues— 
either bilaterally or multilaterally—could go a long way toward reducing 
offensive extraterritorial applications of national laws and making Canadian 
policy more effective by preventing harmful business activities which cannot 
be readily dealt with now by individual jurisdictions. Such attempts as have 
been made along this line to date, however, have resulted in little of signifi- 
cance, since jurisdictions are jealous of their authority and are not apparently 
confident that international market forces can be developed to serve their best 
interests. Some degree of uniformity of policy on the subject of competition 
would be necessary for effective co-operative action of this nature. 

There have been efforts to reach multilateral agreements on competition 
policy. While offering the prospect of reducing extraterritorial application of 
law, they also involved attempts by the United States to bring about broader 
international adoption of its own system of antitrust law. Despite examples of 
extraterritorial application of United States antitrust law, the United States is 
frequently frustrated in its attempt to apply its rules against the conduct of 
American companies doing business abroad. International solutions look most 
attractive and are simpler than extraterritorial assertions of jurisdiction if the 
terms of the international rules can reflect sufficiently the substance of the 
rules of the participating countries seeking to control particular kinds of 
behaviour. The United States has always found that attempts at international 
action were inadequate, from its point of view, in that they were based on 
the continuing supremacy of national laws—most of which were regarded by 
the United States as not being sufficiently strict. At present, therefore, the 
prospects for working out a satisfactory international agreement on com- 
petition policy are not bright. 


274 


There is a long history of unsuccessful attempts at co-operative action 
dating from 1945, which led to a proposed International Trade Organization 
at the United Nations in 1948 (initiated by the United States and the United 
Kingdom). In 1951, an attempt was made in the Economic and Social Coun- 
cil of the United Nations. In 1958, the signatory countries of the General 
Agreement on Tariffs and Trade (GATT) established an ad hoc consultative 
procedure, which appears never to have been used. In 1953, an Ad Hoc 
Group of Experts was created in the Organization for European Economic 
Co-operation (OEEC), later to become a Committee of the Organization for 
Economic Co-operation and Development (OECD), which is still at work. 
While this kind of co-operative international approach being sought by the 
OECD is undoubtedly highly desirable, the Committee has been able to make 
little headway to date in obtaining agreement in international procedures to 
deal with these issues. The United States as included in seventeen or so 
treaties of friendship, commerce and navigation, a clause which provides for 
consultation and the taking of “such measures as it deems appropriate with a 
view to eliminating such harmful effects.” Fourteen countries once acted 
jointly through the OECD to oppose an attempt by the United States Federal 
Maritime Commission (in 1964) to secure information from shipowners 
regarding rates on inbound and outbound freight of the United States. By 
agreement, the governments assisted in presenting limited statistical informa- 
tion, which was not to be used for criminal prosecutions. 

Since 1959, an agreement has existed between Canada and the United 
States—the “Antitrust Notification and Consultation Procedure”—providing 
that each government “in enforcing its own antitrust or anti-combines laws, 
consults the other when it appears that the interests of the other country will 
be affected by such enforcement.” This is not a condition precedent to a suit, 
and does nothing as a matter of law to protect conduct outside the United 
States which is unlawful under United States legislation. The United States 
has, however, seemingly modified its approach to the extent of naming foreign 
participants as co-conspirators rather than as direct defendants and has indi- 
cated a willingness to co-operate in some areas of enforcement policy. The 
legal liability then attaches only to the United States national and the United 
States relies on the control of the foreign subsidiary to effect behaviour 
abroad in compliance with a decree. 

Unilateral steps have been taken by some governments in response to 
the extraterritorial application of United States antitrust law. The major focus 
of legislative reaction against these activities of United States antitrust law 
has been in the area of documentation. In preparing a case, United States 
authorities have attempted to secure information on foreign activities, which 
is often in the hands of foreign firms. The United States has attempted to 
summon documents from United States-owned pulp and paper subsidiaries. 
In response, Ontario passed its Business Records Protection Act in 1950 
prohibiting the removal of corporate records from Ontario where such re- 
moval “would be consistent with compliance with any requirement, order, 
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direction or subpoena of any legislative, administrative or judicial authority 
in any jurisdiction outside Ontario...” In 1958, Quebec passed similar 
legislation in its Business Concerns Records Act. The United Kingdom has 
also made provision involving such attempts in the Shipping Contracts and 
Commercial Documents Act, 1964. The most complete statutory opposition 
would seem to be that of The Netherlands Economic Competition Act 
(S. 39), enacted in 1956. This legislation appears to go beyond information 
gathering efforts by foreign authorities, in that it prohibits compliance “with 
any measure or decision taken by any other State, which relates to any regu- 
lations of competition, dominant positions or conduct restricting competi- 
tion.” Compliance can only lawfully follow the prior consent of Netherlands 
authorities. It is not clear as to how much of an impact this legislation would 
have on the United States courts. Its use has been very limited and appears 
to have been related to United States attempts at securing information, rather 
than attempts to apply decrees against conduct in The Netherlands. In fact, 
Dutch companies have themselves occasionally sought the permission of their 
government to disclose the information to. United States authorities. Instances 
of granting and refusing such permission have occurred. Such applications 
which have been granted appear to relate to documentation which was held 
by the companies in question in their United States offices—permission then 
being granted for documents held in the United States only. 

The two provincial enactments in Canada do not provide for govern- 
mental consent and do not prohibit disclosure on a “voluntary” basis by com- 
panies within the two jurisdictions. In fact, two Canadian firms were re- 
quested by the United States Department of Justice (Antitrust Division) to 
reply to questionnaires which they sent. This preceded any legal action 
and was related to assessing the adequacy of the evidence for the instituting 
of an action. It would appear that the Fulton-Rogers Agreement of 1959 
(as is the case with the Basford-Mitchell Agreement of 1969) did not require 
notification of Canadian authorities by either Canadian companies or United 
States authorities at this stage in the proceedings. (Nevertheless, an Aide- 
Memoire was sent by the United States authorities on April 14, 1964, to 
inform the Canadian authorities that these questionnaires were to be sent to 
the two companies. ) 

The proposed Competition Act would deal with most of the problems 
related to the effective implementation of Canadian competition policy by 
providing penalties, prohibitions or orders against persons or firms in 
Canada. The Act would, therefore, not apply extraterritorially, but would 
seek to restrict the extraterritorial application of foreign antitrust laws to 
Canada, except with approval of Canadian authorities. 

The specific provisions proposed in the Bill are as follows: 


(i) Where a decree by a foreign court required implementation in 
whole or in part by persons in Canada, the Tribunal would be 
authorized to direct that no measures be taken for such im- 
plementation or that only such measures be taken as the Tribunal 
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(ii) 


prescribes. The Tribunal would prevent implementation in whole 
or in part of a foreign decree where it adversely affected com- 
petition in Canada, adversely affected the efficiency of trade or 
industry in Canada, adversely affected foreign trade or otherwise 
restrained or injured trade in Canada. (The Tribunal would pro- 
hibit implementation in whole or in part where it found the con- 
duct directed to be inimical to Canadian interests in competition 
and efficiency.) 

Under current judicial policy in the United States, this should 
suffice to block compliance with United States antitrust decrees 
when the Canadian authorities decided to prevent its application 
in Canada. It would also serve to bring Canadian policy to the 
attention of the United States courts and Administration. While, 
as noted earlier, the United States could amend its legislation so 
as to penalize a person within its reach, thereby creating an un- 
tenable position for the firm in question, it appears unlikely to do so. 
Should it occur, the issue becomes one for government-to-govern- 
ment resolution. In fact, while no government is as committed to 
competition policy as that of the United States, few substantive 
conflicts would seem likely under the proposed new Canadian 
competition policy, just as few have arisen in the past. In fact, 
developing a co-operative effort, which would be able to deal with 
the implementation of domestic policies that can be too easily 
frustrated by international business structures, is the more difficult 
problem. The capacity of the proposed Tribunal to approve the 
application of foreign decrees would permit Canada to participate 
in such co-operative efforts, if and when they emerge. 

The provision for the blocking of foreign decrees which is 
embodied in the proposed Competition Act would not, however, 
prevent voluntary compliance that is not clearly identified as com- 
pliance. If, for example, the United States were to order a divesti- 
ture of a Canadian firm—or a severance of a relationship between 
two firms in Canada—the blocking of the decree might not prevent 
the ultimate sale of shares in the Canadian company unless Canada 
were prepared to order that this not be done. Such a situation is 
remote and the likelihood of wanting to block such a divestiture 
for reasons of competition policy is very slight. 

Agreements between firms outside Canada (e.g., between the 
parents) which serve as the vehicle for an agreement between the 
Canadian subsidiaries through the resulting directives from the 
parent to the subsidiary would be unlawful under the proposed 
Competition Act where the Canadian subsidiaries were knowingly 
participating in this vehicle for agreement between themselves and 
their Canadian competitors. In these circumstances the subsidiaries 
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would be subject to prohibition against such common action with 
their competitors. 

(iii) Mergers between two foreign firms which place two formerly 
distinct Canadian firms under common control could give rise to 
an order from the Tribunal that one of the two be sold if it 
restricts competition in Canada in violation of the Act. The com- 
mon parentage would have to be severed—with no impediments to 
the foreign merger itself being created. 

(iv) Similarly, a domestic merger which restricted exports as well as 
imports would be subject to prohibition where the merger signifi- 
cantly lessened competition in Canada and provided no off-setting 
advantages. An international merger would be subject to prohibi- 
tion where it adversely affected competition either by extending an 
international cartel or international oligopoly into Canada or by 
restricting exports—in either case without off-setting advantages. 

(v) Foreign takeovers which have an adverse impact on domestic 
competition are also to be covered by the Act. 


These steps would permit Canada to have a greater control over the 
industrial structure and activity of the country and permit the implementation 
of a policy on competition in Canada which differs in important particulars 
from that of the United States. 

There are some issues which have not been dealt with under the 
proposed Competition Act. For example, consideration might be given to the 
desirability of clarifying the role of the Tribunal with regard to prohibiting 
compliance with a foreign decree so as to include subpoenas or other orders 
to produce documents. Furthermore, consideration might also be given to 
requiring permission from some Canadian authority for voluntary compliance 
with a United States request by United States controlled firms to ensure that 
it does not frustrate the purpose of the provision. These rules would apply 
only to the transmission of documents outside the ordinary course of business. 
A Canadian step in this direction might lead to superior United States- 
Canadian co-operation on such issues. (Consideration might also be given to 
extending this rule beyond matters of competition policy so as to cover all 
foreign information-summoning attempts. ) 

This provision would make the extraterritorial enforcement of United 
States laws somewhat more difficult by depriving the enforcement authorities 
of necessary evidence to prosecute. If, however, the capacity to screen all 
decrees is effectively applied, a safeguard exists against harmful compliance. 

The proposed Competition Act, as with the present Combines Investiga- 
tion Act, permits legal action only against persons or corporations within 
Canada for agreements which they have entered into affecting competition in 
Canada. As a result, where the agreement is entered into by foreign parent 

‘companies and the subsidiaries in Canada are directed to operate in certain 
ways—which constitute the acting out of an agreement—no action can be 
instituted in Canada against these firms. The effects of an agreement 
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between the several firms in an industry can be achieved without any person 
or corporation in Canada actually entering into an agreement. By the device 
of operating in Canada through a separate corporate subsidiary (rather than 
doing business directly through a branch of the parent corporation), the 
prohibitions of the proposed Competition Act can be circumvented by com- 
panies having international affiliates. 

Consideration might be given to holding the Canadian corporation liable 
for such activities. The Canadian corporation represents the assets in Canada 
of the foreign conspirator, whose behaviour is in violation of the terms of the 
proposed Competition Act. While the Canadian subsidiary may be acting 
pursuant to such an agreement, the Crown may be unable to prove that the 
officers of the subsidiary actually participated knowingly in the operation of 
such a conspiracy. 

While the approach suggested in this discussion of issues relating to 
competition policy involves a unilaterial definition of what Canada considers 
a fair jurisdictional division to resolve conflicts of law, a bilateral or multi- 
lateral international approach might prove superior. The provisions in the 
Competition Act and policy options outlined in this section would not be at 
all incompatible with such a step and might even hasten the development of 
such structures or rules. At the same time, such an approach would permit 
Canada to implement a competition policy which differs in important respects 
from that in the United States. 


SECURITIES 
THE LEGISLATION 


United States securities legislation is aimed at providing protection for 
Americans in their investment activities. As a result of the openness of 
United States and Canadian financial markets, a substantial volume of United 
States portfolio investments are made in the securities of Canadian companies. 
Frequently these securities are acquired by Americans through the markets 
in Canada. On occasion, however, issues of Canadian companies are floated 
in United States markets to acquire funds for the financing of Canadian 
corporate ventures. United States securities legislation is concerned with 
providing protection for United States investors in such circumstances. It is 
also concerned with preventing Americans from frustrating United States 
securities policy by using a Canadian corporate framework to raise funds in 
the United States for a corporate venture south of the border in violation of 
United States security laws. 

United States securities legislation does, however, create situations in 
which Canadians find themselves directed to comply with American rules— 
even under circumstances where they do not themselves seek to appeal to 
United States investors for funds. The most prominent illustration of this 
problem arose under the provisions of Section 12(g) of the United States 
Securities Amendment Act of 1964. This section imposed upon all stock 
issuers whose stock traded over the counter in the United States (having 
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at least $1 million in assets and at least one class of equity securities held 
by 500 or more shareholders) the obligation of registering, of meeting provi- 
sions regarding the soliciting proxies from shareholders, and imposed also a 
liability under civil law for “short-swing trading” in securities by insiders. The 
amendment in 1964 extended these obligations to the over-the-counter market 
from their previous application to stocks listed on United States exchanges. 

The decision to trade securities over the counter is not made by the 
issuer, but rather by the buyers, sellers and brokers seeking to transfer such 
shares. These legal conditions can thus evolve upon the issuer without 
his having deliberately sought to make use of United States capital markets 
or otherwise directly appeal to United States investors. Where the company, 
its officers and control are all in Canada, the obligations and potential 
liability under United States legislation have an extraterritorial impact 
(which may be difficult for the United States authorities to enforce) as the 
United States seeks to protect United States investors placing their funds 
through transactions occurring in the United States. 

The Canadian government proposed that Canadian companies that 
deliberately sought direct access to the United States over-the-counter market 
be subject to the same rules as non-North-American issuers (the Securities 
and Exchange Commission (SEC) having provided somewhat easier rules for 
them due to the lower incidence of investment activity in such companies 
by Americans).*? The Canadian government also proposed that Canadian 
companies which did not seek access to the market be given a complete 
exemption from the rules. 

In response, United States authorities made Canadian issuers with stocks 
on the United States over-the-counter markets subject to the same obligations 
as all other foreign issuers. The discriminatory feature of the proposed rules 
was removed. Under the provisions applicable to all foreign companies, 
registration was not obligatory if the sec was furnished with certain informa- 
tion. The required information to qualify for the exemption was: (1) that 
required to be made public by the law of the domicile of the issuer; (ii) that 
which the issuer filed with any stock exchange on which its securities were 
traded (if that exchange made the information public); and (iii) that which 
the issuer voluntarily distributed to its security holders. 

These regulations did not, however, relieve Canadian companies from 
the United States securities rules requiring either registration or information 
filing, despite involuntary involvement in United States capital markets. One 
remaining remnant of discriminatory application arose by virtue of the rule 
12g3-2(3). It provided that all companies in North America, the stock of 
which is more than fifty per cent in United States hands and the business of 
which is administered principally in the United States or by United States direc- 
tors, were to be subject to the same obligations as United States companies, 
-provided the company has more than 300 shareholders in the United States. 


42 The rules for non-North-American firms permitted the filing of certain information in 
lieu of registration. 
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The United States government did not accept Canadian representations 
to the effect that the application of the rules under 12(g) be limited to 
Canadian companies deliberately seeking access to the United States market. 

The only sanction that has ever been imposed on Canadian firms or 
seems likely in the near future to be imposed is that of being recorded on the 
SEC “grey list”. This is a list of companies which come within the terms of 
the Securities Amendment Act and the regulations, but which have not regis- 
tered or gained an exemption from registration by supplying information in 
lieu of registration. In its background to the adopted rules, the Commisston 
Stated that it expected brokers and dealers to consider the fact that an issuer 
has been put on the grey list when deciding whether they have a reasonable 
basis for recommending the issuer’s securities to their customers. However, 
being put on the grey list does not ban trading in the stock. Brokers and 
dealers are subject to no sanction should they trade in the stock of an issuer 
on the grey list. Being put on this list, although a very mild sanction, is a 
sanction none the less. It contains the implication that the company ought to 
have complied with the Securities Exchange Act, and accordingly, amounts 
to a condemnation of the company for failing to do so. On May 31, 1968, 
there were seventeen Canadian companies on the grey list, or “foreign re- 
stricted list”, as it is officially titled. 

Aside from this actual sanction, there are several other legally possible 
sanctions that could be imposed for not registering or providing information 
in lieu of registration or for other violations of the Act. Under Section 32 
of the Securities Exchange Act of 1934, any person who wilfully violates any 
provision of the Act is liable to a fine of $10,000.00 or two years imprison- 
ment, or both. Under Section 21(f) of the Act, the SEC may ask a United 
States court for a writ of mandamus ordering any person to comply with 
the Act. If the person refuses to comply with the writ, he is guilty of con- 
tempt of court. By Section 20, any company officer or director is punishable 
for an offence committed by his company. Furthermore, under the common 
law, a company which fails to perform a legal duty (i.e., to register or to 
provide information in lieu of registration) can be liable for damages if, 
as a result of that failure, an individual suffers a loss. A Canadian company 
could thus be technically liable to a United States investor in an action in the 
American courts. 

If a company does avail itself of the exemption available to foreigners 
by providing certain information in lieu of registration, the obligations 
imposed on it are minimal. It need only provide information already made 
public elsewhere. There is only clerical inconvenience in sending the material 
to the sEc. However, the sEc is entitled to remove or alter the exemption 
at any time, and impose on companies filed with it much stricter obligations. 
Providing information is not so much a problem in itself; the problem arises 
from the admission of sEc jurisdiction that this co-operation may imply. 

Canadian authorities proposed in April 1967 that Canadian companies 
should not be subject to the sEc jurisdiction, but that, in order to protect 
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shareholders, both in Canada and the United States, there should be an 
exchange between governments of all public information about issuers. The 
Canadian government would give to Americans such information about 
Canadian firms as Canadian law required to be made public, or which 
Canadian firms voluntarily made public, and the American government would 
give to Canadian such information about American firms as United States 
law required to be made public, or which American firms voluntarily made 
public. The Canadian government took the position that if the government 
provided the information, the company would not be submitting to the 
jurisdiction of sec. The rules subsequently issued by the sEc exempted a 
company if the government of the issuer, rather than the issuer himself, 
provided the necessary information. 

The sEc incorporated part of the Canadian proposal in the rules under 
12(g). A sEc statement, which extended the information in lieu of registra- 
tion exemption of 12(g) to Canadian issuers, pointed out that “the con- 
tinuing improvement in the quality of the information now being made public 
by foreign issuers, together with the improvement which may reasonably be 
expected to result from recent changes and current proposals for change in 
relevant requirements, warrants the provision of an exemption from Sec- 
tion 12(g) (ie., the information in lieu of registration exemption)”. 

The outcome of this exchange between the two governments would seem 
to indicate that an agency in the United States publicly charged with fulfilling 
a statutory purpose (and subject to Congressional scrutiny ) is satisfied if it 
can achieve its statutory objectives by non-extraterritorial means. But the 
experience also suggests that a United States agency is not much influenced 
by the protests against extraterritoriality per se. To some extent, the superior 
level of protection offered nationally in the United States on such matters as 
securities distribution is at the root of the problem and, the principle of ter- 
ritorial sovereignty aside, the approach adopted by the United States has 
much to recommend it. It is precisely the policy differences between Canada 
and some foreign jurisdiction—principally the United States—which creates 
these conflicts of extraterritoriality. However, it is also on these grounds that 
the question of which country’s public policy is to take dominance is focused. 
It would presumably be open to the United States to handle this matter by 
prohibiting dealers from trading in issues which do not meet the SEC stand- 
ards. Then no extraterritorial effect would exist and only Canadians volun- 
tarily submitting to the jurisdiction of the SEC would be affected by its rules. 

A survey as at December 1965, of 23 Canadian firms, revealed that 
14 of these firms had met the sEc requirements. These 23 firms had less than 
ten per cent of their shares outstanding in the United States. Of these four- 
teen firms, eight had five per cent or less of their total shares outstanding in 
the United States. 

There are further aspects of the extraterritorial impact of United States 
securities legislation on Canadian companies beyond the “obligation” to 
register or provide information as an alternative. 
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An American stockholder in Banff Oil Ltd., a Canadian company listed 
on the American Stock Exchange, sued Aquitaine of Canada Ltd., Paribas 
Corporation, a Delaware corporation, and the directors of Banff, alleging that 
the directors of Banff had sold shares in Banff to the two other companies at 
the market price which the defendants, who had inside information, knew 
did not represent the true value of the shares. Banff sold 500,000 shares to 
Aquitaine at $1.35 a share, and 270,000 shares to Paribas at $7.30 a share. 
After the sale of these shares Banff announced the discovery of oil on its 
land. Share prices went up to $18.00. The plaintiff claimed that the vendors 
and purchasers of the shares knew of the oil discovery before the sale and 
by selling the shares for less than their worth, reduced the equity of the 
shareholders. The United States Court of Appeals held that although the sale 
from Banff to Aquitaine was a sale between Canadians of stock in a Cana- 
dian company, the court had jurisdiction in the dispute under rule 10(b) (5) 
promulgated pursuant to the Securities Exchange Act. Rule 10(by) @) “ista 
broad proscription against fraudulent dealings in securities. It states: “It shall 
be unlawful for any person, directly or indirectly, by the use of any means or 
instrumentality of interstate commerce, or of the mails, or of any facility of 
any national securities exchange, (1) to employ any device, scheme or artifice 
to defraud, (2) to make any untrue statement of a material fact or to omit 
to state a material fact necessary in order to make the statements made, in 
the light of the circumstances under which they were made, not misleading, 
or (3) to engage in any practice or course of business which operates or 
would operate as a fraud or deceit upon any person, in connection with the 
purchase or sale of any security”. 

The jurisdictional part of the court’s judgment ended with the statement: 
“We hold that the district court has subject matter jurisdiction over violations 
of the Securities Exchange Act although the transactions which are alleged to 
violate the Act take place outside the United States, at least when the transac- 
tions involve stock registered and listed on a national securities exchange and 
are detrimental to the interests of American investors.” 

The case was appealed to the Supreme Court, which, without comment, 
declined review. 

While this case applied rule 10(b) (5) with respect to a company which 
had listed its shares on an American stock exchange, the court observed that 
it saw few constraints on accepting jurisdiction over such matters. The deci- 
sion noted that the sec “has not promulgated a rule exempting foreign trans- 
actions from Rule 10(b)(5)”. 


POLICY ALTERNATIVES 


The requirement of registration or provision of information in lieu of 
registration in the case of over-the-counter exchanges deals with security trans- 
actions taking place within the United States. A condition precedent to such 
trading is set out under the Securities Exchange Act. While this requires 
Canadian firms to provide certain information, the extraterritoriality involved 
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is not particularly offensive. The information which is required for filing is 
that set by public policy in Canada or such additional information as is 
voluntarily communicated by the company to its shareholders in Canada. 

The Canadian government could, if it wished to take unilateral action 
to resist such extraterritoriality as implied here, unilaterally prohibit Canadian 
firms from making such information available to authorities. The sec might 
then, if it wished to pursue this policy of adequate information for American 
investors in over-the-counter transactions, prohibit brokers from engaging in 
transactions of shares on the “grey list”. Canadian firms wishing to have their 
shares freely traded in the United States, however, would be under a serious 
disadvantage. In addition, not much of substance would be accomplished by 
this assertion of jurisdiction by the Canadian government. The concern does 
not appear to lie in cases of listed shares where the company has itself sub- 
mitted to United States jurisdiction. Concern is expressed where the company 
has found its shares trading in the United States without any deliberate action 
on its part. In the final analysis, unilateral action by the Canadian government 
has significant limitations. The sec could continue to declare non-compliant 
Canadian companies in violation of their legislation. The capacity of the SEC 
to enforce this policy by the execution of its decisions in Canada is, of course, 
non-existent. In this sense, therefore, there is no direct extraterritoriality 
involved. 

The alternative of an international agreement between Canada and the 
United States could be considered. It would avoid any extraterritoriality and 
provide for the exchange of information from government to government, 
rather than by a requirement of the sEC covering Canadian corporations. 
Reaching such an agreement would seem to be dependent, however, on 
development of a Canadian system of security regulation comparable in 
substance to that of the United States. 

It should be borne in mind that there remains in the prevailing United 
States legislation the provision that a foreign issuer may benefit from the 
exemption to 12(g) if his government, as opposed to the issuer himself, 
provides the necessary information to the SEC. 

The extraterritoriality involved in the holding of Canadian corporations 
and individuals liable for violations of other provisions of the United States 
securities regulations is similarly not readily subject to easy solution by uni- 
lateral Canadian action. When American shareholders are affected by actions 
taking place entirely in Canada, the attempt by the sec to hold the Canadian 
corporation or individuals involved liable in damages appears, on its face, to 
be somewhat more offensive. Nevertheless, so long as these prohibitions and 
penalties cannot be enforced in Canada (a matter entirely within the jurisdic- 
tion of the Canadian government) there is, strictly speaking, no extraterri- 
toriality involved. If American policy finds particular activities to be unlawful, 
Canadian legislation cannot prevent United States decisions from impeding 
the Canadian corporations or individuals from ready access to United States 
capital markets, nor prevent the imposition of penalties on any holdings 
which these corporations or individuals have in the United States. 
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UNITED STATES BALANCE OF PAYMENTS PROGRAMME 


INTRODUCTION 


The United States has experienced balance of payments deficits through- 
out the past two decades. These deficits initially served a useful purpose in 
relieving the acute dollar shortage in the rest of the world after the war. But 
as they continued, the weakening United States dollar became a source of 
growing concern, and a number of measures have been undertaken by the 
United States government to deal with the situation. For most of the period, 
the United States earned a substantial surplus on current account, and the 
overall deficit arose from the fact that the outflows of private United States 
capital and United States government expenditures abroad for military pur- 
poses and for aid to developing countries exceeded the current account 
surplus. 

The measures taken by the United States to restore the balance were 
thus primarily directed at reducing the net outflow of capital and easing the 
foreign exchange cost of the government’s overseas aid and military pro- 
grammes. Although they have produced some results, on the capital side, 
the problem has become compounded by a decline in the current account 
surplus itself, so that the overall deficits rose to even higher levels. According- 
ly, United States policy has recently placed greater emphasis on measures to 
restore the trade surplus to its former levels, while maintaining the pro- 
gramme of capital restraints. 


HISTORY OF PROGRAMME 


The first major action of a restrictive nature taken by the United States 
was the introduction of the Interest Equalization Tax (ET) in July 1963. 
Designed to reduce foreign use of United States capital markets, the IET 
provided for an increase in the cost of raising long-term capital by foreign 
borrowers in the United States by one per cent. In its original form, the IET 
was designed as a temporary measure affecting United States purchases of 
foreign securities of an original maturity of more than three years, including 
new issues and outstanding issues, and it provided for uniform coverage of 
the securities of all industrialized nations. It has subsequently been extended 
both in time and in coverage. In its present form, the legislation gives dis- 
cretionary power to the President to vary the rate of tax between zero and 
12 per cent. The present rate is 3 of 1 per cent. 

In February 1965 against the background of a rapidly expanding out- 
flow of short- and long-term capital to foreigners, the United States authori- 
ties strengthened their restrictions by instituting a voluntary programme to 
limit the expansion of foreign assets held by United States banks, other finan- 
cial institutions and corporations. The Department of Commerce took in hand 
the administration of this programme for business firms, while the Federal 
Reserve Board instituted guidelines for banks and non-bank financial insti- 
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tutions. The Department of Commerce requested 600 participating corpora- 
tions to increase their efforts to expand exports, to limit direct investment 
in developed countries, to increase the proportion of foreign investment 
financed through borrowing abroad, and to increase the return flow to the 
United States of foreign earnings and of short-term assets. The Federal 
Reserve Board requested banks and non-bank financial institutions to limit 
the net increase of their foreign credits to five per cent of the amounts 
outstanding at the end of 1964. These voluntary programmes were continued 
in 1966 and 1967, with substantial changes each year designed to restrict 
further the outflow of United States long- and short-term capital. 

On January 1, 1968, the control programme took on its present form. 
The Department of Commerce controls became mandatory and, in their 
original form, the restrictions on direct investment were very stringent. 
Dividing countries into major areas, they allowed direct investment (in- 
cluding retained earnings) to exceed the 1965-66 average by up to 10 per 
cent in the case of developing countries and to equal 65 per cent of the 
1965-66 average in the case of Canada, the United Kingdom, Japan, 
Australia and the oil-producing countries. Subsequently, the United States 
Administration maintained this provision was not intended to apply to Canada 
following representations by the Canadian government. For other industrial 
countries (especially those of continental Western Europe) a moratorium 
was placed on direct investment outflows. Any expansion would have to be 
financed entirely by re-investment of earnings. A requirement was also 
established for the repatriation of earnings, but this provision was later 
revoked. 

The Federal Reserve Board guidelines remained voluntary, but were 
tightened up. The ceiling on bank credit was reduced to 103 per cent of the 
base period at the end of 1964 and banks were asked to reduce their out- 
standing loans to residents of Western Europe. Non-bank financial institu- 
tions were asked to reduce their net foreign assets to 95 per cent of the level 
of 1967, to eliminate their holdings of foreign liquid funds and to refrain 
from making any new investment in either debt or equity form in Western 
Europe. Revisions have been made in these programmes in subsequent years, 
designed in the main to relax the stringency of the direct investment controls 
and to enable additional credit to be provided to export financing. 


IMPACT ON CANADA 


The announcement of the Interest Equalization Tax in July 1963 
caused immediate and serious problems for Canada. Heavy selling pressure 
developed against the Canadian dollar. The reserves dropped sharply, caus- 
ing the government to seek and to obtain an exemption from the 1eT for 
United States purchases of new issues of Canadian securities. This principle 
of exempting Canada was generally maintained throughout the successive 
elaborations of the United States balance of payments programme up to the 
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time of the new economic measures announced in August 1971. Canada’s 
current account balance was in large and chronic deficit. A very large current 
deficit with the United States was only partly covered by the current surplus 
with other countries and Canada’s resulting needs for capital inflows could 
only be met in the United States. Capital inflows took the form of direct 
investment and of fixed interest borrowing by provinces, municipalities and 
corporations in the United States bond market. Since capital imports from 
the United States were smaller than the current account deficits with the 
United States, Canada argued that it was not contributing to the United 
States balance of payments deficit, but rather helping to finance it. Any 
restriction on Canadian borrowing in the United States could only be offset 
by adjustments elsewhere in the balance of payments, such as the trade 
account, which would inevitably affect the United States adversely. 

These same arguments were employed in December 1965, to obtain an 
exemption from the United States voluntary programme when it was extended 
to cover long-term investment by United States financial institutions and 
direct investment by United States non-financial corporations. Canada did 
not initially express great concern over the application of the United States 
mandatory controls on direct investment in Canada when they were first 
introduced on January 1, 1968. It was recognized that they were directed 
against Western Europe, which had been accumulating large balance of pay- 
ments surpluses. Furthermore, private investment in Canada of all kinds was 
expected to be lower in 1968 than in 1967 and direct investment from the 
United States had already fallen in 1967 to about the level that would be 
permitted in 1968 under the 65 per cent provision. Generally speaking, the 
advantages of avoiding any limitation on fixed interest borrowing in the 
United States were regarded as greater than the avoidance of any limitation 
on direct investment. Moreover, the administrative discretion given to com- 
panies in allocating direct investment abroad between various developed 
countries within the framework of an overall ceiling provided some reassur- 
ance that industries, dependent on United States capital, would not suffer 
unduly. However, a series of developments, including the decline in wheat 
exports to the Soviet Union and China and the disturbances in the inter- 
national monetary system at that time contributed to a new crisis for the 
Canadian dollar early in 1968. A substantial transfer of funds from Canadian 
subsidiaries to United States parent companies appeared to be taking place, 
despite a subsequent announcement by the United States government that 
such massive repatriation of liquid assets was not an objective of the United 
States programme and that United States subsidiaries in Canada were ex- 
pected to behave as good corporate citizens. Finally, on March 7, 1968, the 
United States undertook to exempt Canada from all the United States balance 
of payments measures affecting capital flows that were administered by the 
Department of Commerce or the Federal Reserve System. 

In return for the exemptions from the IET and the Commerce and 
Federal Reserve Board programmes, Canada gave certain undertakings which 
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were designed to assure the United States that undue use would not be made 
of the exemptions by Canada, and that they would not lead to an evasion of 
the restrictions affecting other countries by a movement of funds through 
Canada. At the time the original exemption from the IET was obtained in 
1963, Canada undertook to ensure that funds would not be borrowed in the 
United States in order to add to the official reserves of gold and foreign 
exchange. This implied a ceiling on the reserves of around $2,700 million, the 
level which had been reached prior to the announcement of the 1£T, and this 
ceiling was maintained with some downward revision until December 17, 
1968. In an exchange of letters of that date between the Minister of Finance 
and the Secretary of the United States Treasury, this ceiling was replaced 
by a more general understanding that it was not in Canada’s interest to 
increase its reserves through unnecessary borrowing in the United States 
market. This recognized the fact that the 1zT had proved to be more long 
lasting than had originally been anticipated and that the expanding capital 
markets of other countries provided Canada with a means of achieving 
an increase in its reserves which would not be at the expense of the 
United States. 

Secondly, Canada issued a series of guidelines for Canadian banks on 
May 3, 1968, non-bank financial institutions on July 24, 1968, and non- 
financial corporations on September 19, 1968, to ensure that unlimited 
access to the United States capital market by Canada would not result in by- 
passing the United States balance of payments guidelines. These guidelines, 
which are voluntary in nature, did not aim to reduce Canadian foreign 
holdings, but they did seek to maintain them at their then current levels. As 
such, Canadian subsidiaries were not restricted from re-investing funds earned 
abroad. Individual Canadians could also invest in third countries, the only 
restriction being that they should not purchase “offshore” United States 
corporate bonds. 

Canadian banks were asked not to increase their foreign currency claims 
on residents of countries other than Canada and the United States above the 
level held at the end of February 1968, unless this increase was accompanied 
by an equal increase in total foreign currency liabilities to residents of third 
countries. Non-bank financial institutions were asked to limit the increase in 
their foreign currency claims on residents of third countries to the level at 
the end of June 1968, unless the increase wholly represented liabilities to 
residents of third countries, or arose out of net earnings of foreign branches 
or subsidiaries. Non-financial corporations were requested not to increase 
their holdings of assets in continental western Europe in any way that in- 
volved a transfer of capital from the United States or Canada. Restraint was 
to be exercised in any investment in other countries and should in the first 
instance be of a nature that would improve Canada’s trade and international 
payments position. 

Thirdly, Canada agreed to invest the United States dollar portion of the 
official reserves in excess of working balances in special non-marketable 
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United States Treasury securities. This served the purpose of reducing the 
United States balance of payments deficit on the liquidity basis, but it did not 
affect the deficit on the official settlement basis. 


CONCLUSIONS 


To the extent that the United States programme prior to August 1971 
applied to outflows of capital from the United States, it did not involve extra- 
territorial application of that country’s policy. On the other hand, in trying 
to influence the dividend policy and the import and export activity of United 
States controlled firms abroad, it was serving to transmit United States gov- 
ernment policy to other countries through the network of parents and subsid- 
iaries. That portion of the programme aimed at influencing the behaviour of 
United States controlled firms abroad did, therefore, contain a measure of 
extraterritoriality. 

Canada was largely exempted from the United States programme at its 
request up to the time the new measures were adopted in the summer of 1971. 
In return for these past exemptions, Canada took certain steps which were 
of assistance to the United States. 

The need to seek an exemption from the United States reflected the 
dependence of Canada on the United States for capital, reflected by the 
current account deficit in the Canadian balance of payments. It also reflected 
some of the gaps in the Canadian capital markets. 

In reaching these arrangements, a certain cost has been incurred by 
Canada. Its financial firms have been limited by the restrictions on capital 
exports. Much more importantly, during the period of the ceiling on exchange 
reserves and the maintenance of a fixed exchange rate the choices available to 
the monetary authorities in regulating credit conditions were reduced. In 
particular, the level of interest rates had to take account of the need to mini- 
mize capital inflows. While the inflows could, up to a point, be offset by 
Canadian government purchases of non-marketable United States securities 
when excess exchange reserves were being accumulated, this did not constitute 
an entirely satisfactory response. Thus, the exchange reserve limitation in- 
volved some restriction on the use of monetary policy as an instrument to 
fight inflation. 

With the elimination of the current account deficit, the balance of pay- 
ments need for Canada’s exemptions from the United States programmes is 
no longer as great. The exemptions are still of some value, however, largely 
because certain provincial governments may not be able to obtain all of the 
funds they need in the Canadian market. 

During most of the 1960’s, the Canadian exemption from the United 
States programme reflected both the current account deficit and the inability 
of the Canadian capital market to mobilize the sums needed for some large 
borrowings and equity issues. If the United States programme had applied 
to Canada, it might in theory have been possible to apply exchange controls 
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in order to prevent an acceleration of dividend payments or excessive business 
service charges from Canadian subsidiaries to their parents and more 
generally, to maintain the level of the exchange rate. But the problem of 
satisfying Canada’s need for investment capital in the domestic capital market 
alone would have remained, at least initially. Accordingly, it was difficult for 
Canada not to seek the exemptions. 

So long as Canada’s current account position remains in surplus or 
moves into only a moderate deficit, any future United States balance of pay- 
ments programme which applied to this country would conceivably be more 
tolerable from the viewpoint of Canada’s balance of payments. Canada would, 
however, continue to require some foreign direct investment for reasons 
unrelated to its balance of payments position. In addition to other factors, 
such investment might be required when Canadian capital markets were inca- 
pable of mobilizing domestic savings for a particular undertaking—perhaps 
because of its sheer magnitude, an aversion to undertaking the specific risk 
involved or deficiencies in the market itself. Thus, to develop a capacity to 
resist any future extensions of United States balance of payments policy to 
Canada there is a primary need to obtain better entrepreneurship in Canadian 
capital markets. 
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Chapter Seventeen 


THE IMPACT OF FOREIGN CONTROL OF CANADIAN 
BUSINESS ON CANADIAN CULTURE AND SOCIETY 


INTRODUCTION 


This chapter examines the impact of the high degree of foreign control 
of Canadian business on Canadian culture and society. It begins with a 
consideration of cultural attitudes in Canada which have facilitated foreign 
direct investment. It goes on to consider the impact of foreign direct invest- 
ment on the cultural and social environment. It concludes that there is a 
high degree of interaction between the above two factors. At the same time, 
however, the presence of large volumes of foreign investment concentrated in 
United States hands increases the difficulty of developing a distinctive 
Canadian culture. This has potentially serious implications because the 
economic and political strength of a country lie largely in the creation of a 
cultural, social and political milieu which favours indigenous initiative and 
innovation. 

In assessing the impact of very heavy foreign and, in particular, United 
States corporate investment on Canadian culture, it must be frankly admitted 
that this is a subject on which views are bound to vary widely. Means are 
not available for simple quantitative assessments, and any qualitative efforts 
to make an “objective” evaluation are bound to reflect the arbitrariness of 
the ideological and sociological assumptions of such a study. 

Before proceeding further, it is important to clarify the term “culture”. 
Culture is not simply the arts, architecture, films, books, sculpture and 
paintings of a nation. Culture is the historically developed values and patterns 
of behaviour covering the whole range of human activity. Quite simply, the 
culture of a people is its entire way of life. Culture is reflected in the role 
of private property, the political and legal system, patterns of family life, 
sports, aspirations for growth and higher standards of living, the social dis- 
tribution of wealth, the role of the market-place, the role of government, 
business and other interest groups and the relationship between them, the 
relations between labour and management, to mention but a few of the 
facets of culture. 

It has been argued that Canadians should not worry about the con- 
centrated United States ownership of Canadian business, but about maintain- 
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ing the cultural integrity of the broadcasting system and making sure that 
Canada has an active, independent theatre, book publishing industry, news- 
papers, magazines, and schools of poets and painters. If this is meant to deny 
the foreign corporation acts as a transmission belt for cultural influences, it 
reflects a rather naive view of culture and nationhood. There is no way of 
leaving the “economic” area to others so that we can get on with the political, 
social and cultural concerns in our own way. There is no such compartment- 
alization in the real world. When understood in this broad sense, there can 
be little doubt that economic activity, as organized in the modern corpora- 
tion, has a profound impact on culture, especially on the nature of the social, 
political and economic system, and the technology employed. 

Given the complex inter-relationships within a culture, it is difficult to 
isolate and analyse the corporate impact, whether domestic or foreign, on 
culture. This is especially true in the case of Canada, since it is basically 
an open society and many influences have shaped Canadian culture and 
society. It is difficult, for example, to distinguish those aspects of our cultural 
and social development which are the effects of general industrial, techno- 
logical and economic development and those which are foreign importations. 
It is equally difficult to disentangle the influence of foreign control of Cana- 
dian business from the impact of a common language, the mass media, politi- 
cal tradition similar in numerous respects, the use of the same books at 
universities and at public schools, imports, travel, common professional asso- 
ciations and trade unions, and close family and friendship links. Of course, 
there is a feedback process involved and inter-corporate links between Canada 
and the United States reinforce some of these other relationships. In any event, 
it will always be difficult to determine whether a particular aspect of United 
States influence in Canada is related to corporate control or other types of 
cultural inter-relationships. 


CULTURE AND FOREIGN DIRECT INVESTMENT: 
CANADIAN OPENNESS 


In Chapter Three of this study, the determinants of corporate direct 
foreign investment were discussed. In the manufacturing area, it was suggested 
that one or more of the following determinants were important: 


—hbasic efficiencies or economies of scale; 

—technological, marketing, or some other superiority; 

—market power based on product differentiation in an oligopolistic 
industry, including the ability to create tastes; 

—similar tastes; 

—high per capita real income; 

—a rapid rate of growth in real income; 

—factor endowments; 

—size of market; 

—competitive climate; 
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—tariff and non-tariff barriers; 

—transportation costs; 

—proximity to source of investment (as a risk-reducing factor) ; 
—adequacy of infrastructure and supporting service. 


It is useful to look at the cultural impact of foreign investment in terms 
of these determinants. Some, of course, are the result of the “openness” of 
Canadian culture referred to above, but to some extent foreign direct invest- 
ment appears to create or foster cultural similarity. Let us look at some of 
these determinants in greater detail. 

Countries of similar cultures and per capita real income appear to be 
particularly susceptible to direct investment. There are some important dif- 
ferences between Canadian and United States culture; the two official lan- 
guages and multicultural character of Canada; the republican form of gov- 
ernment in the United States; the acceptance in Canada of a greater role for 
governmental action, such as that in the field of broadcasting and trans- 
portation; distinctive Canadian institutions such as the Caisses Populaires in 
Quebec, and the greater importance of socialist parties in Canada. Neverthe- 
less, there are numerous and important cultural similarities and these facilitate 
direct investment from the United States. 

A further factor which has facilitated foreign direct investment is that 
Canadians, by and large, are not very xenophobic. Furthermore, Canadians 
generally claim fewer national heroes and distinctive symbols than most other 
countries. Many Canadians seem to have less pride in their history and in 
their achievements. While British, American or French history is, in a certain 
sense, part of our own history, it is often taught more assiduously than Cana- 
dian history. The reasons for this are very complex, but in part Canadian 
diffidence towards nationhood appears to arise out of Canada’s colonial past. 
In more recent times, Canada’s proximity to the dynamic and powerful 
United States has induced some feeling of dependence or inferiority. 

The lack of a strong national identity tends to create, as outlined above, 
a vacuum and a greater receptivity to foreign influence and investment. The 
ease of importing our culture from the United Kingdom or the United States 
reinforces this tendency by reducing the pressure on Canadians to develop 
their own cultural distinctiveness. In these circumstances, foreign investment 
has had substantial opportunity to shape and influence the Canadian environ- 
ment. Looked at from the point of view of the United States investor, the 
openness and lack of cultural distinctiveness reduce the risk and cost of for- 
eign investment since there is less need to adapt the product locally. Thus, 
foreign investment at one and the same time plays on cultural similarities 
and reduces the capacity for the distinctive development of national identity. 

It is interesting to consider the situation of Quebec in the light of this 
analysis. Quebec has a distinctive culture, largely the result of a different 
language, different religious and educational institutions and different histori- 
cal roots. French Canadians in Quebec are, by and large, taught the history 
of French Canada. They know their heroes and their symbols. Numerous 
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policies are aimed at retaining and developing this culture, particularly those 
relating to language and education. These differences may make Quebec less 
likely to draw foreign direct investment from some sources than Ontario— 
because of cultural differences. It is, of course, very difficult to determine 
whether the higher rate of United States investment in Ontario is the result 
of cultural similarity or an economic and industrial environment more attrac- 
tive to foreign investment. 


THE IMPACT OF FOREIGN DIRECT INVESTMENT 
ON CULTURE 


In discussing the determinants of foreign direct investment in manu- 
facturing, it was suggested that direct investment arises from the desire of a 
manufacturer to exploit in foreign markets some distinctive capacity devel- 
oped by him, probably for his domestic market. This distinctive advantage 
(whether it be technology, a differentiated product, marketing, financial or 
management skills) has been developed in a particular cultural milieu and 
embodies certain cultural values. These may be good or bad, but they exist. 
Foreign direct investment is often accompanied by the cultural outlook and 
attitude of the country from which it comes. In the case of the United States, 
direct investment brings with it a belief in the free enterprise system, a sys- 
tem that evolved originally in Britain but came to be embraced with greatest 
fervour south of the border. Some of the precepts and values which have 
accompanied foreign investment, particularly that from the United States, in- 
clude the following: 


— individual responsibility; 

—equalization of opportunity; 

—social and geographic mobility; 

—ideological opposition to state intervention (except for protection 
from “unfair” competition) ; 

—use of the employer-employee relationship (e.g., collective bargain- 
ing) rather than general legislation to achieve certain social goals, 

—skill training; 

—growth and expansion of output; 

—exploitation of resources as soon as discovered; 

—technological advance; 

—planned obsolescence; 

—product innovation and differentiation; 

—increased consumption through mass marketing techniques, in- 
cluding want creation and “hard-sell” advertising if necessary, em- 
phasis on packaging and branding. 


This is not to suggest such precepts and values would not have developed 
in the absence of such investment. 
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Some of the less desirable aspects often attributed to United States cor- 
porations should, in the opinion of some, be attributed largely to the impact 
of modern technology. However, as pointed out above, it is for all practical 
purposes impossible to distinguish the impact of these two forces because 
they are almost always associated with each other. Be that as it may, technol- 
ogy tends to be a great leveller. It has little interest in preserving distinctive 
national cultures. Quite the reverse; it tends to erode national cultures. Tech- 
nology is based on the value of efficiency and efficiency tends to minimize and 
obscure cultural differences, for significant differences require local adapta- 
tions and raise costs. This is not to say that efficiency is the only value em- 
bodied in technology. Technology is developed in a particular milieu and 
tends to reflect certain other cultural values. For example, technology devel- 
oped in the United States seems to place greater emphasis on rapid innova- 
tion and change and the satisfaction of peripheral wants, which are more 
often deliberately created in the United States than appears to be the case in 
Europe. This seems to be especially true in manufacturing sectors dominated 
by United States multinational companies. Compare the engineering and 
design and the rate of change in these two factors of a Chevrolet on the one 
hand and a Volkswagen or Volvo on the other. 

This is not to say that Canada should opt out of technological society, 
but rather that if technology is developed for a foreign market it is likely that 
the use and adaptation of this technology to meet local cultural demands will 
be minimized. If technology is in Canadian hands (e.g., indigenously devel- 
oped or even imported through licence rather than at the initiative of the 
foreign direct investor), the chances are greater that its use will be adapted to 
the needs of the Canadian milicu. 

Another important characteristic of the foreign investor, particularly 
if he is an MNE is his marketing power. This marketing power may be based 
in part on economic factors, such as superior technology or marketing skills, 
but it may also be based on non-economic factors such as product differentia- 
tion, packaging and branding. 

The large investments required in the creation of new technologies and 
new products means that corporations must assure markets for them by 
spending vast amounts on advertising to create the wants and formulate the 
tastes, in the absence of which financial disaster could result. 

The product is thrust upon the consumer in all media. This marketing 
approach is particularly effective in Canada because of Canada’s close 
proximity to the United States, the cultural similarity, and the existence of 
advertising spill-over. A “product image” often exists in Canada even before 
a dollar is spent on advertising here. 

Since a significant number of foreign controlled companies operating 
in Canada lack some of the decision-making powers and activities of a 
normal Canadian controlled business enterprise, their activities can be 
described as “truncated”. Some of the decision-making powers normally 
reserved to the parent relate to business expansion—including the decision 
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to produce a new line, the raising of equity and other forms of long-term 
debt, research and development—including product innovation, and all the 
planning and organizational functions of the multinational enterprise. In 
some instances other decisions, such as those relating to the procurement 
of goods and services and exporting, are also taken by the parent. Truncation, 
of course, affects more than the scope for decision-making in foreign con- 
trolled companies. The activities associated with these strategic types of 
decisions may also be concentrated in the parent organization. The degree 
of truncation in each case will vary with the nature of the industry, the 
personality and strength of Canadian management, the corporate philosophy 
of the parent, and the position of the Canadian subsidiary in the company’s 
global organization. 

The exercise of vital entrepreneurial functions by the parent, with the 
consequent truncation of entrepreneurial activities in the Canadian subsidiary, 
has adverse effects not only on Canadian economic development, but also 
on Canadian society in general. Truncation means less challenging jobs 
for the Canadian techno-structure, which must frequently look to the United 
States for more challenging job opportunities. If you want to be on the ninety- 
fifth floor, with global horizons, you must go to New York; the highest one 
can go in Canada is the fifty-fourth floor. But the effects of truncation go 
beyond reducing the number of challenging jobs for the relatively small 
group of Canadian entrepreneurs and managers. The under-development 
of the Canadian techno-structure has adverse social and cultural effects in 
that the “spill-over” benefits resulting from the interaction of these “brains” 
takes place not in Canada, but abroad. Truncation also tends to engender a 
mentality of the second best, with horizons and vision constantly centred on 
headquarters abroad. It represents a continuation of the colonial mentality 
described above. This attitude is manifested in many ways, such as the 
preference for finishing a youth’s education by sending him or her to Oxford, 
Harvard, the London School of Economics or the Sorbonne, rather than 
in Canada. It is manifested in the difficulty of recruiting top quality foreigners 
for business or our universities because of the general view that the best 
opportunities exist not in Canada, but abroad, where parent companies 
and other centres of decision are located. The general effects of truncation 
are vividly summed up in the phrase “branch plant mentality”. 

The ease with which foreign capital can be imported via portfolio and 
direct investment, and technology and entrepreneurship via direct investment 
(and the combined result of all of these assets imported through trade) has 
diminished the pressures for Canada to develop these most creative aspects 
of business to their fullest extent among Canadians. Canadian society and 
culture have suffered as a result. However, the effects of truncation are not 
the only operative forces in this situation. The fact that Canadian society 
has tended, particularly in the past, to be dominated by an establishment 
based more on social connections than ability and providing only limited 
scope for social mobility has contributed to the failure of Canada to develop 
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entrepreneurs at the same rate as the United States. Social rigidity has 
induced the expectation and mentality of working for others. 

Truncation also influences education and the relationship between Cana- 
dian society and Canadian universities. There tends to be a correlation be- 
tween the type of education and training which is developed in universities 
and the types of job opportunities available. In Canada, the universities and 
business schools will tend to prepare people for work in a “truncated” econ- 
omy. As a result, an important dimension is probably missing from our edu- 
cational system. To the extent that the educational system does produce 
creative individuals who want to be “top dog”, these people have difficulties 
in finding the type of employment they want in Canada’s truncated companies. 

The United States manager who often accompanies United States direct 
investment in Canada also has a considerable cultural impact as a member 
of the business community. Having been born, educated and raised in the 
United States, being familiar with the history, geography, and culture of that 
country, his impact is bound to reflect social and cultural values mounted in 
an American milieu. Often he brings with him a taste and preference for 
United States products and ways of doing things which go beyond the 
methods of doing business. His membership in American-based professional 
associations and clubs, his family and friendship links with the United 
States, for example, will tend to reduce his identification with the Canadian 
community. 

The propensity of foreign controlled companies to source a greater por- 
tion of their purchases of goods and services in the country of the parent 
company has been discussed in Chapter Eleven. This tendency means that a 
foreign controlled company acts as continuous transmission belt and that the 
cultural impact is greater than simply the impact of the initial investment. 

The cultural impact of foreign investment is magnified to some degree 
by the sectoral distribution of this investment. There is high foreign control 
in industries which have considerable cultural impact such as book publishing, 
and in industries which are responsible for the dissemination of culture, such 
as film and book distribution. Foreign control, and United States control in 
particular, is high in those industries in which taste formation, product inno- 
vation and differentiation are crucial, such as automobiles, pharmaceuticals, 
and electrical appliance products. High foreign investment in the resource 
industries has less of an impact on culture because the purpose of the invest- 
ment is basically extraction and export, and the resource industries employ— 
and thus affect—trelatively fewer Canadians. 

It is interesting to speculate whether the cultural impact of foreign cor- 
porate activity (including the possibility of creating a more distinctive Cana- 
dian culture) might be decreased if foreign investment were not so heavily 
concentrated in United States hands. 

Might not the introduction of a greater diversity of sources of invest- 
ment enhance the prospect of developing a distinctive Canadian identity? Such 
a policy of diversification would be consistent with the concept of a review 
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process which advocates the search for better alternatives. On the other hand, 
there can be no assurance that a change in the mix of foreign direct invest- 
ment would make a significant difference to the basic cultural similarities that 
have facilitated the large inflows of foreign direct investment, particularly 
from the United States. 


CONCLUSIONS 


The penetration of Canada by foreign direct investment, particularly 
from the United States, has been facilitated both by the lack of a strong sense 
of Canadian national identity and by the cultural similarities between Canada 
and the United States. 

Control of a substantial portion of Canadian business activity by United 
States corporations is likely, in turn, to have had a significant impact on the 
Canadian cultural environment. There is a “continuous feedback” relation- 
ship between foreign direct investment and Canadian culture, with cultural 
similarities facilitating foreign direct investment and foreign direct investment, 
in turn, inducing greater cultural similarities. 

To maintain that United States direct investment has had a significant 
cultural impact on Canada, it is not necessary to make a precise judgment 
about the exact impact of United States investment, nor to draw up a balance 
sheet of what is good and bad in the cultural impact of the United States 
corporation. Some effects have probably been beneficial. The introduction 
of greater cultural variety and choice no doubt enriches Canadian life. On 
the other hand, the extension of United States methods of marketing and 
promotion have had some undesirable effects. It can be asserted with some 
degree of confidence that the presence of large volumes of foreign investment 
concentrated in United States hands increases the difficulty of developing 
a distinctive Canadian culture. This has potentially serious implication since 
the economic and political strength of a country lies largely in the creation 
of a cultural, social and political milieu which favours indigenous initiative 
and innovation. 

Canadians appear to be concerned about the development of a distinctive 
Canadian culture in the face of high and growing levels of foreign investment 
in Canada. The question arises whether a policy that restricts foreign invest- 
ment has a role to play in achieving this objective. Unless such restrictions 
were very severe, and thus highly protectionist, it is doubtful that they 
would have a major impact on Canada’s cultural development. The impact 
of a moderate policy would probably only be marginal; it would not be a 
substitute for the development of specific cultural policies to foster the 
development of a stronger Canadian identity, as advocated by the Royal 
Commission on National Development in the Arts, Letters and Sciences. 

Socio-cultural attitudes in Canada are evolving; in particular a new 
and more confident sense of nationhood seems to be developing. A foreign 
investment policy could be regarded as one useful manifestation of this new 
nationhood. 
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Chapter Eighteen 


THE IMPACT OF FOREIGN CONTROL ON THE 
POLITICAL PROCESS AND PUBLIC POLICY 


INTRODUCTION 


The purpose of this chapter is to assess the impact of the high degree 
of foreign control on the Canadian political process and the content of 
Canadian public policy. 

One of the major difficulties in undertaking such an assessment is 
isolating the impact of the foreign controlled firms from the generally 
widespread impact of American influence in Canada that makes itself felt 
through a variety of other channels. On the one hand, much of the United 
States influence in Canada is due to factors other than United States invest- 
ment. On the other hand, the investment does contribute to the general open- 
ness between the two countries, both by itself and by encouraging the 
continuing flow of trade, persons and ideas across the border. This point 
has been dealt with in Chapter Seventeen. It is reiterated here only to 
underline the difficulty of undertaking a definitive analysis. 

In examining the impact of foreign control upon the political process 
and public policy, two factors must be considered. 

One is the political behaviour of the foreign controlled firm, which 
could cover such actions as its intervention in an election to support or oppose 
a particular political party or candidate, its appearance before a parliamentary 
committee to support or to oppose a policy, or, more subtly, its promotion 
of an image which it may find helpful in its dealings with government. It is, 
therefore, necessary to consider the conscious inputs of these firms into 
the policy process. 

The second factor requiring consideration is the impact the foreign 
controlled firm has on the outputs or decisions of the political system and 
on Canada’s political options. The fact that a foreign controlled firm may 
put great pressure on a government certainly does not mean that the govern- 
ment will knuckle under to it. Conversely, the fact that a foreign controlled 
firm may not intervene consciously and actively in the political process 
does not mean that the decision of the government may not be affected by the 
fact that the firm is foreign controlled or that the choice facing the govern- 
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ment may not be influenced by the overall degree of foreign control in the 
economy. 

Until the past decade, successive federal governments were inclined to 
view the country of corporate control as a matter of indifference in most 
cases. In adopting this attitude, earlier governments probably did not anti- 
cipate that this would result in such extensive foreign control of Canadian 
business as has, in fact, emerged. Even if they had anticipated such a develop- 
ment, however, they might have been prepared to accept it in view of their 
desire to attract manufacturing activity to Canada and to encourage resource 
exploitation. 

Whatever the rationale, it seems clear that the extensive and concen- 
trated foreign control which exists today, although it may have helped in the 
achievement of certain objectives, has also shaped and limited the present 
choices available in Canada in some spheres of policy. It has also had some 
bearing on Canada’s ability to achieve other national objectives. Moreover, 
extensive foreign control may involve even greater constraints on the options 
open to Canada in the future. 

The discussion below is in two main parts. The first considers the con- 
scious behaviour of the foreign controlled firms. The second focuses on the 
political impact of the foreign controlled enterprises on political choice and 
public policy. Such an approach conforms to developments in the study of 
the political system over the last decade or so. Traditionally, the Canadian 
political system was defined by political scientists largely in legal and insti- 
tutional terms. Standard textbooks outlined the role of the legislature, the 
executive, the judiciary, the relationship of the three branches to one another, 
the structure of federal-provincial relations, with a briefer account of parties, 
elections and pressure groups. While the result was a reasonably good de- 
scription of the institutions and their formal relationships to one another, it 
tended to be somewhat static and rigid. 

More recently, students of the political system have concentrated more 
on government as a dynamic process, with the political system being viewed 
as a more open universe. The relationship between individuals and organiza- 
tions in the society and the authoritative political decision-makers is developed 
and elaborated through the “input-output” approach—at its very simplest the 
inputs consist of the varying influences on the political system and the out- 
puts taking the form of the decisions ultimately adopted by the policy-making 
body. 


THE BEHAVIOUR OF FOREIGN CONTROLLED 
FIRMS (INPUTS) 


Conceptually, it is possible to envisage a very wide range of methods 
through which foreign controlled firms might seek to influence the political 
system and policies of a host country. To list every conceivable technique 
would be a difficult task and of little value. But it is useful to illustrate the 
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wide spectrum of possibilities so as to place in perspective the political be- 
haviour of foreign controlled firms in Canada. Six different degrees of possible 
intervention are considered below. The extent to which each is experienced 
in Canada is a question for consideration. 


(i) 


(ii) 


A foreign controlled firm could conceivably act on its own or as 
the political agent of its home government in an effort to overthrow 
or to maintain in power the host government to help advance its 
own policy objectives or those of its home government. Conversely, 
the foreign controlled business may solicit the support of its home 
government to overthrow or maintain the régime in the host coun- 
try. At its most extreme, these possibilities may involve revolution 
or coup d’état. 

While such intervention is clearly illegitimate, the practice 
is not unknown in the modern world. For instance, some interna- 
tional resource companies have on occasion tried and succeeded in 
helping to overthrow or to prop up régimes in other parts of the 
world. 

However, there is no evidence to indicate that foreign con- 

trolled firms have ever sought the non-constitutional overthrow of 
the Canadian governmental system by acting on their own, by soli- 
citing the support of home governments, or as a result of being en- 
listed by their home governments. 
A less extreme version of the above would involve very active in- 
tervention of foreign controlled firms in Canadian general elections, 
either at the behest of their home government or on their own 
initiative. It seems generally to be accepted that business firms, 
like other individuals or groups in society, do have the right to con- 
tribute to a party’s election funds, or provide other forms of assist- 
ance. But it is doubtful this would be the case if intervention were 
carried to an extreme: for instance, if a foreign firm with large fi- 
nancial resources were to give a massive sum of money to one 
party in an election campaign. 

With respect to elections, the formal organizations of the 
business community do not generally give open collective support 
to any one political party. Thus, while particular firms or business- 
men may publicly support a political party, or contribute to one 
or more parties, such organizations as the Canadian Manufacturers’ 
Association, the Canadian Chamber of Commerce, the Canadian 
Textiles Institute and the Canadian Chemical Producers’ Associa- 
tion do not normally do so. In other words, foreign controlled 
firms obviously do not cloak their intervention in electoral politics 
by having the trade associations act on their behalf. 

Secondly, no evidence is available that would suggest that the 
behaviour of the individual foreign controlled firm differs in any 
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(iii) 


(iv) 


(v) 


significant way from that of the domestically controlled business 
firm in election campaigns. 
Another way in which the foreign controlled firm might influence 
the political process would be by responding to the directives 
or requests of its home government to influence host government 
public policy. In practice, while there might be isolated illustrations 
of such behaviour, there is no evidence of this being a common 
activity. 
A fourth method by which the foreign controlled firm could 
influence the political process is though its capacity to obtain the 
support of its home government to uphold its interests in Canada. 
In general, the right of a home government to make these kinds 
of representations to the government of a country in which one 
of its firms has established a subsidiary is accepted as legitimate. 
Experience up to the present has not revealed much interven- 
tion by foreign governments—which can, of course, vary consider- 
ably in degree—to protect the interests of corporations based on 
their countries. In part this might be because there is little discri- 
mination between foreign and Canadian controlled firms in 
Canadian law and public administration. And, of course, when a 
foreign government does seek to intervene on behalf of a subsidiary, 
it does not necessarily follow that it will be able to convince 
the host government to modify its position. The cases of the 
Mercantile Bank and Time-Reader’s Digest are the two most 
obvious examples of foreign government intervening in the political 
decision-making process in support of their investors in Canada. 
Thus far, in respect of the divestiture rulings of the Canadian 
Radio-Television Commission, there has been no substantial inter- 
vention by the United States authorities, possibly because the 
United States has broadcasting legislation not unlike Canada’s. In 
summary, only a few problems have arisen as a result of foreign 
controlled firms drawing their home governments into the Canadian 
political process. 
Less direct, but perhaps no less important, is the part played by 
foreign controlled firms in shaping and influencing the advice which 
various levels of government receive from the business community. 
Foreign controlled business firms play active roles in such trade 
associations as the Canadian Manufacturers’ Association and the 
Canadian Chamber of Commerce. Indeed, they probably provide a 
substantial source of financial support for the CMA. Foreign con- 
trolled firms are also active in various formal and informal 
government advisory committees, such as the National Advisory 
Committee on Petroleum and the Business Advisory Committee 
reporting to the Minister of Industry, Trade and Commerce. More- 
over, the attitudes and outlooks of foreign controlled firms can 


influence the thinking of Canadian controlled enterprises, many of 
which do business with them on a large scale. 

Western political philosophy accepts the premise that indi- 
viduals and groups have a legitimate right to try to influence 
public policy and to secure redress from grievances by lawful 
collective action. Indeed, much public policy emerges out of the 
clash of conflicting group interests. It is further recognized in the 
democratic political system that the business community, no less 
than other organized groups, is a participant in the political process 
and that this is entirely proper, subject to appropriate traditional 
and legal limitations. 

These facts take on a particular significance when viewed in 
the Canadian context. Many of the largest and most concentrated 
Canadian industries are dominated by foreign controllled firms and 
inevitably the policies and attitudes of these firms reflect those of 
their parent companies. Some of the political pressures which are 
brought to bear upon the Canadian government come from within 
the Canadian political system through the medium of subsidiary 
firms and can reflect the interests of foreign businesses. 

These facts do not, of course, constitute an indictment of the 
behaviour of foreign controlled firms. For one thing, the subsidiary 
doubtless sometimes expresses itself to the Canadian government 
in much the same way as it would if it were Canadian controlled, 
in that the parent firm frequently does not have an interest signif- 
icantly different than that of a Canadian controlled business. Sec- 
ondly, the subsidiary is a Canadian entity under Canadian law, 
and thus entitled to the right of making representations to the 
government. Indeed, it is recognized that good corporate citizenship 
is by no means restricted to Canadian controlled firms, nor bad 
citizenship to foreign controlled enterprises. Thirdly, the govern- 
ment normally has a continuing need for information from business. 
If the firms in a sector which is largely dominated by foreign con- 
trolled enterprises were unwilling to come to Ottawa and to talk, 
information that was required might not be available to the govern- 
ment. This, of course, by no means pre-supposes that the informa- 
tion or advice from business is accepted uncritically. 

Thus, it is not a criticism of the individual foreign controlled 
firm to observe that it can at times serve as a vehicle for foreign 
corporate influence within the Canadian political system. However, 
there are around 9,000 such firms in Canada, around 6,000 are 
United States controlled and many of these are among Canada’s 
largest firms. The cumulative impact of their normal political activ- 
ities, therefore, gives the United States corporate view a very im- 
portant voice in the Canadian political arena. Accordingly, the views 
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expressed by Canadian industry will be heavily influenced by United 
States business interests. 

The illustrations below are intended simply to indicate the ways 
in which the behaviour of foreign controlled firms is likely to be 
different than Canadian controlled firms. These differences reflect 
the logic of being a multinational enterprise.** A multinational firm 
cannot, at any point, be maximizing the output and_ profitability 
of each sub-unit. It is concerned with developing the kind of global 
strategy which will maximize overall objectives. Furthermore, those 
establishing the overall objectives are more remote from the Cana- 
dian environment and Canadian influence than is the case for Cana- 
dian controlled firms. 

For instance, it seems clear that the advice the government has 
been receiving from leading producers in Canada with regard to 
rationalization of the structure of the rubber tire and chemical in- 
dustries reflects very strongly the fact that they are not controlled 
from within Canada and hence not prepared to contemplate ration- 
alizing in ways which might be possible if they were indigenous 
firms. The sceptical view expressed by some members of the petro- 
leum industry about the need for a vertically integrated Canadian 
controlled petroleum firm similarly seems attributable in part to the 
fact that most of the firms are not Canadian controlled. These kinds 
of illustrations in part reflect only the fact that these various industry 
associations advising government act first and foremost from self- 
interest. This is not surprising. Most interest groups are, of course, 
motivated by self-interest. The point is that the substance of their 
advice reflects the fact that these firms do not always have the same 
interests as a Canadian controlled firm. The central decision- makers 
at headquarters are subject to pressures from several countries. 
They are also more remote from Canadian government influence 
and bound to reflect these facts in their decisions. 

To take another example, the very strong representations made 
in respect of proposals for changes in taxation of mining firms 
reflected the international scope of the industry and the fact that 
most of the firms in it were foreign controlled multinational enter- 
prises. Thus they were able to warn, with some credibility, that 
they would shift resources to other countries in the event that the 
tax burdens put upon them were too great. To a substantial degree, 
this was also true of the Canadian-based multinational mining com- 
panies. Or to take a different kind of case, the likelihood of secur- 
ing the support of the telecommunications carriers in the Telesat 
project might have been much more difficult had these firms been 
foreign controlled. 


48 The same points are true, by and large, for the foreign controlled firm which is not 
a multinational. 


304 


Thus, on issues of industrial and related aspects of economic 
policy, the political inputs and environment are influenced by foreign 
control and the structure of the multinational enterprise. This can, 
of course, have an impact that spills over in other areas, such as 
cultural objectives—as in the case of Telesat, which will play an 
important role in bringing broadcasting and improved communica- 
tions to the North. On other aspects of public policy more general- 
ly, however, the impact of intensive foreign control is less evident. 
Certainly foreign controlled firms seem not to intervene politically 
on issues of social, cultural and foreign policy. Their political 
behaviour in these issues is not noticeably different than the 
behaviour of Canadian controlled firms. 

(vi) Finally, and more generally, political behaviour in Canada can be 
influenced by the impact of the foreign controlled firm on the 
Canadian political culture. That is, Canadian political behaviour 
may through time absorb and reflect the political values of the home 
countries of the non-resident controlled firms in Canada. In this 
instance, because of the dominant position of United States con- 
trolled firms, it is the United States political culture which is being 
referred to. As this point was examined in Chapter Seventeen, no 
further comments are needed here. 


THE IMPACT OF FOREIGN CONTROLLED FIRMS 
ON PUBLIC POLICY 


Two questions requiring consideration are whether the influence of 
foreign controlled firms on public policy differs significantly from that of 
Canadian controlled firms and what impact extensive foreign control has on 
Canada’s political choices and options. As the political behaviour of foreign 
controlled firms was examined above, it will be evident that these analyses 
do not simply assume that the impact of foreign controlled firms is related 
directly to their behaviour. For one thing, the effort of any firm to influence 
policy is by no means always successful and, therefore, it need not be assumed 
that wherever the foreign controlled firm intervenes in the political process, 
it is able to affect policy. By the same token, policy can be influenced by the 
existence of foreign connections, even when the foreign controlled firm does 
not consciously intervene at all. These points are elaborated on below. 

The first point which must be noted, even if evident, is that foreign 
controlled firms have not had a direct influence on the structure of the Cana- 
dian political system or on the choice of Canadian governments. This view is 
entirely consistent with the conclusion above that foreign controlled firms 
seem not to intervene actively in such matters. 

There is limited evidence of public policy being altered due to the inter- 
vention of foreign governments in Canadian affairs to protect the investments 
of their nationals. 
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Foreign controlled firms can affect the content of Canadian public 
policy even without consciously aiming to do so. For instance, the govern- 
ment recognizes that certain kinds of policy alternatives are more or less 
impracticable because of the structure of certain industries and the fact that 
some of the firms in it are not controlled in Canada. At the same time, ad- 
ditional possibilities are opened up. For instance, possible new developments 
in public policy in respect of the rubber tire, industrial chemical and oil 
industries are all at one stage or other of consideration. A problem in each 
case is how the government can help rationalize, make more efficient or other- 
wise get greater benefits from these industries. In each instance, the number 
and nature of policy options open to Canada are influenced heavily by the 
international structure of the firms concerned and the fact that they do not 
have the freedom to rationalize in the way which they could if the firm 
were Canadian controlled. On the other hand, international rationalization 
within the firm is feasible in some cases. Similar considerations apply in the 
case of Canadian controlled multinationals, although they are not normally 
as powerful and the firms concerned are at least a little more sensitive to the 
Canadian environment. 

The reason why firms behave differently are set out earlier.44 The sig- 
nificance of this difference clearly has an important bearing on certain aspects 
of public policy. As already suggested, the choices confronting Canada in 
industrial policy obviously are influenced by the size, structure and importance 
of the foreign controlled sector in Canada. Commercial and competition 
policy must similarly reckon with the high degree of foreign control. Even 
balance of payments and monetary policy are influenced by foreign direct 
investment and the international openness to which it contributes so heavily. 

Other aspects of public policy are less influenced by foreign control, 
although foreign policy, which is considered in the following chapter, is cer- 
tainly affected. If social and cultural policy are influenced, this is by and large 
less directly through the cultural impact discussed in Chapter Seventeen. 

The capacity of the government to implement policy can also be affected 
by foreign control. For instance, in coping with the Canadian balance of pay- 
ments crisis at the beginning of 1968, the government’s task was made more 
difficult by the United States announcement that foreign controlled firms would 
be subject to the United States balance of payments programme. Similarly, 
one aim of the government’s foreign policy is to diversify Canada’s external 
ties and this can be frustrated by the close trade, technological and personal 
links which accompany heavy United States investment. The extraterritorial 
application of United States trade and antitrust legislation also serves to im- 
pede the realization of Canadian industrial and trade objectives, including, to 
a certain degree, rationalization of domestic industry. 

The fact that foreign control can hamper the implementation of policy 
has been recognized by the government. The fact that no new foreign con- 
trolled banks can be chartered in Canada apparently reflects the belief of 


“4See opening of this chapter. 
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the government, in part, that it might be more difficult to implement mone- 
tary policy through foreign controlled banks in Canada or possibly that such 
banks would have a greater capacity to resist requests by the Bank of Canada. 
Even where moral suasion is not at issue, the government has already in the 
past taken the view that foreign control can matter in certain circumstances, 
such as in the legislation not to allow foreign controlled firms to hold broad- 
casting licences. The implication of this decision is that the objectives of the 
Broadcasting Act cannot be achieved solely by Canadian content regulations; 
that to achieve the fullest implementation of Parliament’s objectives, control 
must reside in the hands of Canadian citizens. These kinds of considerations 
provide some noneconomic reasons for designating a sector as a “key sector’. 
This point is dealt with more fully in Part Six. 

In summary, foreign control does not seem to have had a direct bearing 
upon the Canadian political system or on the selection of Canadian 
governments. 

It has, however, had some influence on both the content and implementa- 
tion of public policy. There have been one or two cases of foreign government 
intervention to support the interests of their investors in Canada, which have 
affected the content of public policy. What is more important, however, is 
the fact that industrial policy and some other aspects of economic policy are 
heavily influenced by extensive foreign control. The logic of the multinational 
enterprise imposes constraints on Canada in these areas which would not 
otherwise exist; it also opens a few options which would not otherwise occur. 
These constraints and options spill over into commercial policy and radiate 
outward to influence other aspects of economic policy. In other areas of 
government policy (e.g., federal-provincial relations, social policy), any 
impact which foreign controlled firms might have is much less direct. 

Foreign control can also make more difficult the task of implementing 
policy, though this is by no means a major problem in most situations. In 
occasional cases it may preclude the achievement of objectives. More often, 
however, it simply complicates the task of policy enforcement or necessitates 
the use of more complex methods than would otherwise be employed. 
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Chapter Nineteen 


THE IMPACT OF FOREIGN CONTROL ON THE 
FORMATION AND CONDUCT OF CANADIAN 
FOREIGN POLICY AND RELATIONS 


INTRODUCTION 


The preceding two chapters have dealt with the impact of foreign control 
on culture, and on the political process and public policy generally. This 
chapter looks more closely at the impact of foreign control on one particular 
aspect of Canadian public policy, namely, the formation of foreign policy 
and the conduct of foreign relations. 

For the purposes of this section, the “formation” of foreign policy is 
taken to include both the broad posture that Canada has adopted in the 
world and the more specific policy objectives which are set from time to time 
as part of this posture to best serve various Canadian interests. These are 
the issues considered in the first half of this chapter. 

The “conduct” of foreign relations is concerned with how Canada seeks 
to implement these objectives and the constraints on our doing so, with 
particular reference to the United States. This is dealt with in the second half 
of the chapter. 

At the outset, it must be recognized that the impact of foreign control 
on the formation and conduct of foreign policy is not simply a result of the 
behaviour of individual foreign controlled firms. Certainly there is little 
evidence that foreign controlled firms set out consciously to influence the 
government with respect to general foreign policy, to persuade it, for example, 
to adopt a policy reflecting the views of the company owners or in tune with 
the national goals of the firm’s home country. Nevertheless, the impact of 
foreign controlled firms on both the formation and conduct of foreign policy 
can still be quite substantial because of the way they indirectly affect certain 
foreign economic policy objectives, and more generally, due to their influence 
on the Canadian culture. 


FORMATION OF FOREIGN POLICY 


CULTURE AND FOREIGN POLICY FORMATION 


The formation and conduct of Canadian foreign policy are dependent 
in the first instance on the way in which national identify and interests are 
perceived. This perception grows out of the cultural environment (encom- 
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passing the political, economic and social facets of the nation), which is con- 
ditioned by a variety of factors—including foreign influences. Among these 
influences, that of the United States dominates. The United States influence 
in Canada clearly consists of more than United States direct investment in 
Canada. Nonetheless, United States investment has been one influential factor 
in shaping the general environment within Canada—the environment within 
which national identity and interests have been perceived and articulated and, 
more particularly, in which foreign policy has been formed. 

For many years after World War II, policy formation in Canada oc- 
curred within the framework of close international cooperation between west- 
ern states which had grown up during that war and the adjustment period 
immediately thereafter. During those years, in a domestic situation of gen- 
erally rapid economic development, foreign direct investment was widely con- 
sidered to be an important benefit. Moreover, the perception of a distinctive 
Canadian identity and interests during that period was not as evident as it is 
today. 

More recently, some questions have been raised about these attitudes 
and policies, questions arising in part from concern with the volume and con- 
centration of foreign direct investment and also to some extent from a fresh 
way of perceiving and articulating the values and interests broadly common 
to the 22 million Canadians. The White Paper on Foreign Policy dealt with 
these developments by focusing on the desirability of diversifying Canada’s 
external relationships. The government’s aim is to strengthen Canadian ex- 
ternal relationships with all areas, rather than to concentrate on an exclusively 
continental orientation. 

There was little observable change in the pattern of foreign direct invest- 
ment through that part of the 1960’s for which statistical data are available.*° 
United States investment accounted for 80 per cent of direct investment. It 
seems likely that foreign direct investment is likely to continue to come heavily 
from that country. 

This, in turn, means that Canadian culture is likely to continue to be 
influenced heavily by the large amount of United States direct investment in 
Canada, which must inevitably have some influence on the formation of 
Canada’s general posture toward the world. 

As for the more specific aspects of foreign policy, they are examined 
under the two rather arbitrary subsections below on “political” and “econ- 
omic” policies. 


FOREIGN CONTROL AND FOREIGN POLICY FORMATION—POLITICAL 


Apart from the indirect but significant United States influence suggested 
above, there is little to indicate that the foreign policy options actually con- 
sidered by the government have been limited directly by the degree of United 

‘States business control in this country. Canada, for example, maintained 


4° See Chapter Two. 
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diplomatic relations with Cuba when other western hemisphere countries 
broke them. The Canadian decision not to negotiate until recently for rec- 
ognition of China took into account a variety of factors, among which United 
States investment in Canada played no noticeable part. Of course, the major 
foreign policy differences between the United States and Canada during the 
past ten or fifteen years over such issues as Cuba, China and Vietnam, have 
not been consciously exploited and the same view as that taken by Canada 
has often, in fact, been supported within the United States by important 
groups. 

It is not clear how the United States (or other western governments) 
would react if Canada were to strike out on a radically different foreign 
policy line, recognizing East Germany, North Korea or North Vietnam for 
example. But any reaction is not likely to be motivated in Washington prim- 
arily by the volume of United States direct investment in Canada, but by 
a number of other considerations, mainly geo-political in nature. It might, 
however, also result in a much tougher line on the various economic “special 
arrangements” entered into over the years with Canada. 

In summary, the direct influence of foreign business control on the 
formation of specific foreign “political” policies has been marginal at best. 

FOREIGN INVESTMENT AND FOREIGN POLICY FORMATION—ECONOMIC 

Foreign economic policy is taken to include Canadian commercial and 
financial policies. Aspects of financial policy have been dealt with earlier 
in this study*® and are, therefore, not considered again here. 

As for trade, Canadian policy since World War II has hinged largely 
on the desirability of a gradual multilateral reduction of barriers to trade. 
This has, by and large, been achieved through successive multilateral trade 
negotiations under the auspices of the General Agreement on Tariffs and 
Trade (GATT). Since the Kennedy Round, efforts have been proceeding in 
GATT for further negotiations. Although preparatory work is nearly complete, 
there has been a lack of will to move to the negotiating stage for several 
reasons. One is the resurgence of protectionism in the United States and 
elsewhere. A second is the tendency toward regionalization of the world 
into two or three large trading blocs, centered around the European Economic 
Community, the United States and Japan. These trends carry with them the 
risk of major trade confrontations between the blocs. 

Foreign investment seems to influence the formation of trade policy 
in three ways. Firstly, it may influence trade patterns because of the propensity 
for intra-affiliate trade to grow by comparison with trade at arm’s length. 
In this case, it seems to reinforce the already strong trend toward North-South 
trade. If foreign direct investment in Canada were more diversified, trade 
patterns probably would also be more diversified. Firm conclusions on this 
subject are difficult to draw, however, in view of the complex relationship 
between trade and investment.!7 


46 See Chapter Sixteen. 
“7 See Chapter Three. 
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Secondly, foreign control has an influence on the freedom of subsidiaries 
to purchase goods and services and to export.** In the past, these restrictions 
seem not to have been recognized sufficiently in the formation of trade 
strategy. 

Finally, of course, careful attention is given to the representations of 
domestic industry in forming trade strategy. Many of the firms are subsidiaries. 
Their views are either based on the position of their parent—or are at least 
consistent with it. Thus, indirectly, Canadian strategy can be influenced by 
interests of the parent firms of the subsidiary. In this case, it again means 
a heavy United States influence, a fact which may not be lost on our other 
trading partners. 


POLICY ON TRADE WITH COMMUNIST COUNTRIES 


As this has been considered at length in the chapter on Extraterri- 
toriality,!® it need simply be repeated here that policy toward Communist 
countries can be affected by the influence of United States legislation and 
regulations on Canadian subsidiaries of United States firms. The converse 
of this situation is that since Canada recognized the Peoples’ Republic of 
China, representatives of that country have declared that they do not wish 
to do business with United States subsidiaries. 


CONCLUSIONS 


Foreign direct investment, particularly from the United States, has had 
some impact on the broad foreign policy posture and the general formation 
of foreign policy and relations, through its effect on the cultural environment 
in Canada. The impact on specific “political” policy objectives, however, 
does not appear to have been great. 

United States direct investment in Canada, and the associated develop- 
ment of increasingly close trade and other links with the United States, have 
been important factors in fostering development by Canada of a policy of 
multilateral trade as a counterweight to trade links with the United States. 
Efforts to develop such a policy tend to be offset, however, by the traditional 
strength and growing size of our trade and investment ties with the United 
States. It is further endangered by the threat to the international trade system 
posed by emerging trade blocs and rising protectionism. 


Foreign control—especially heavy United States control—may affect 
trade relations, e.g., by restricting the freedom of subsidiaries to export 
and import freely, including trade with Communist countries, and by its 
general influence on trade strategy. 


48 See Chapter Ten and Chapter Eleven. 
49 See Chapter Sixteen. 
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CONDUCT OF FOREIGN RELATIONS 


The impact of foreign business control on the conduct of Canadian 
foreign relations is both direct and indirect. Direct influence is felt generally 
in the handling by the government of relations with other countries and, more 
specifically, in the implementation of foreign economic policy. The high 
degree of foreign direct investment also has an indirect impact through the 
part it plays in shaping the image of Canada abroad and the views that others 
have of this country. This image could affect the position other countries 
adopt toward Canada in negotiations and accordingly the Canadian capacity 
to realize policy objectives. 


CONDUCT OF RELATIONS WITH THE UNITED STATES 


How does foreign control influence the conduct of relations with the 
United States? In a general sense, it is obvious that foreign control increases 
the links and complicates what would in any event be the most complex of 
Canada’s foreign relations. In addition, foreign control has facilitated—and 
in some cases made necessary—the various special economic arrangements 
between Canada and the United States, especially in respect of vehicles, de- 
fence production sharing, balance of payments and oil. Each of these is 
touched on briefly below. 

The point in common in each case is that foreign control (to one degree 
or another) has prompted or facilitated the special arrangements. In turn, 
the arrangements have caused Canada to become more closely integrated with 
the United States, narrowing Canada’s economic and political options. 

In general, the Automotive Agreement has brought important economic 
benefits to Canada. However, at the same time there appears to be a dimin- 
ished capacity for the Canadian government to influence further the be- 
haviour of this industry without additional action of a legislative or regula- 
tory nature. 

It seems clear from discussions with the industry that if the Government 
wishes the industry in Canada to meet certain goals, e.g., in regard to pro- 
duction or investment, the Government would need to set them itself. But at 
the same time, the industry is undoubtedly aware that the United States 
government may have the power to counteract such steps by putting pres- 
sure on parent firms or by threatening to end the Agreement. In other words, 
domestic control of the automobile sector remains limited, although this 
disadvantage appears to be outweighed by the benefits of the Agreement. 

As the automotive subsidiaries cannot be expected to act automatically 
in a way consistent with Canada’s interests, continued direct intervention by 
the Canadian government may have to be considered. This could raise an 
additional issue in Canada-United States relations. 

It is difficult to see how this kind of problem can be avoided in an area 
as important as the automotive industry, with the degree of foreign control 
that exists in that industry. 
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The Defence Production Sharing Arrangement was entered into follow- 
ing cancellation of the Avro Arrow. At the time, the Canadian government 
decided that while Canada might not be able to maintain an independent 
military equipment capacity, it wished to ensure that the Canadian industrial 
economy benefitted from defence contracts and that the Canadian balance of 
payments did not suffer unduly from large purchases abroad of defence ma- 
terial. The arrangement envisages a rough balance of expenditures each coun- 
try makes in the other. In fact, Canada has had a positive balance on defence 
equipment account with the United States and has developed a highly special- 
ized defence-related industrial capacity. 

At the same time, the degree of United States ownership and control 
has increased noticeably, with United States interests buying into an in- 
creasingly rationalized industry. United States influence is exercised also 
through licensing and other arrangements. 

The United States control of the Canadian defence industry has made it 
difficult to develop similar defence production arrangements with other 
countries, notably the French and Germans, either because licensing agree- 
ments between Canadian and United States firms contain restrictions which 
prevent the Canadians from using the licensed technology or weapons in ar- 
rangements with third countries, or because the third countries believe this to 
be the case. One impact has thus been to bind Canada more closely into the 
North American economic and defence framework. 

It seems possible that the corporate links between oil companies in 
Canada and those in the United States have facilitated the access of Canadian 
oil to the United States market (as has the security of overland supply), an 
access which has traditionally been on better terms than accorded even to 
other western hemisphere suppliers. These corporate links tend, however, 
to create additional difficulties in our relations with the United States. 

While the Interest Equalization Tax and the Federal Reserve Guidelines 
—two of the elements in the United States balance of payments programme— 
are not related in any direct way to foreign direct investment, the United States 
Department of Commerce Guidelines are directed explicitly at United States 
direct investment abroad. As such, these Guidelines represent another link 
in Canada’s economic relationship with the United States. The concern that 
the Department of Commerce provisions would apply in Canada, due to the 
high level of United States direct investment in this country, reinforced the 
need for Canadian exemptions. This exemption has been yet another factor 
bringing Canada into an even closer relationship with the United States. 

Three questions are at issue: whether the existence of corporate links 
provides levers to the United States government—in addition to the many 
already offered by the extensive inter-relationship between the two countries 
—with which to bring pressure to bear on Canada; whether these levers are 
used by the United States; and how the existence of these levers affects the 
conduct of relations on issues unrelated to direct investment. (There is a 
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further question, not explored here, whether these corporate links also provide 
some leverage to Canadian authorities. ) 

The answer to the first question is obviously in the affirmative. Direct 
investment provides additional handles which the United States could use 
to put pressure on Canada over unrelated issues. 

At the same time, the weight of evidence suggests that there has been 
little overt tendency on the part of the United States to use pressure in one 
area to gain advantage in another. On occasion, however, the tactic appears 
to have been resorted to. 

In general, both countries have tended to take a pragmatic approach 
to bilateral problems. There is a constituency in each country with an inter- 
est in any given issue, be it primarily a question of foreign ownership, agri- 
culture or other trade matter. These constituencies usually prefer to see the 
two governments deal with each issue in isolation and strike a balance in that 
area (a balance which normally turns out to be regarded as positive for each, 
though perhaps not equal). Thus, the conduct of relations is not especially 
influenced by direct investment considerations, apart from those special 
arrangements discussed above. 


CONDUCT OF RELATIONS WITH COUNTRIES 
OTHER THAN THE UNITED STATES 


The close relationship between the economies of Canada and the United 
States has not been lost on European countries or Japan. The degree of 
United States control of Canadian business and the policy affinities which 
exist between the two countries may have on occasion prejudiced the Cana- 
dian position in relations with third countries, including our ability to achieve 
foreign and commercial policy objectives. 

In many areas, Canada is in effect lumped with the United States by 
other countries during international discussions and negotiations as having or 
presenting the same problems (if any) as the United States. In this way, 
actual and distinct Canadian problems, aims or differences of view can be 
overlooked. Thus there was a tendency among Europeans and others to equate 
the Canadian and United States viewpoints during the pre-negotiating stage 
and negotiations proper in the Kennedy Round. More recently, in the context 
of negotiations for enlargement of the membership of the European Economic 
Community, members of the EEC tended to deny that Canada had separate 
interests which need to be recognized. In exploratory discussions with both 
France and Germany on cooperative defence production arrangements, both 
were reluctant to become involved with firms in Canada on a shared produc- 
tion basis due to the links or special arrangements with United States firms. 

In the eyes of some Communist or neutral countries, the extensive 
United States control of Canadian business may tend to make Canada appear 
a “servant of United States capitalism” and thus undermine Canada’s cred- 
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ibility as a nation with independent policies. This, in turn, could perhaps 
frustrate Canadian objectives in specific areas of foreign policy. 

The countries of Western Europe and Japan have for historical and 
other reasons become accustomed to owning domestically the great bulk of 
their own enterprises. There seems little doubt that they find it hard to under- 
stand the nature of the Canada-United States relationship and the fact that 
we have allowed such a considerable amount of United States business con- 
trol. They have tended to conclude that Canada is, in fact, already fully tied 
in with the United States. 


CONCLUSIONS 


From the preceding discussion of the conduct of foreign relations, it 
emerges that foreign direct investment has little impact on the general han- 
dling of day to day relations with most countries, with the possible exception 
of the United States. However, in economic areas such as trade negotiations, 
the conduct of Canadian foreign relations has been considerably affected by 
the existence in Canada of a large degree of foreign control of business. These 
corporate links have contributed to situations in which Canada has sought 
special arrangements with the United States which have had the effect of 
increasing the economic and other ties between the two countries. 

The extent and concentration of foreign direct investment in Canada 
has affected the image of Canada abroad as an independent country pursuing 
policies based on its own clear and distinct requirements and interests. Both 
south of the border and in third countries Canada has tended to be closely 
identified with the United States. This has at times weakened the Canadian 
negotiating position vis-a-vis both third countries and the United States. 

Within the framework of industrial development policy, it may be de- 
sirable to consider the further evolution of policies that emphasize Canadian 
strengths and search for ways to develop them through new kinds of arrange- 
ments with Europe and the Pacific countries. This would be a concrete way 
of helping to achieve the government’s aim of diversifying Canada’s external 
relationships. 

It would also seem desirable to give consideration to the manner in 
which Canada’s economic relations with the United States are conducted, and 
particularly whether the establishment of a relationship that is more at arm’s 
length would be possible and more in the Canadian interest in some circum- 
stances. 

It appears from the analysis in this study that there is a correlation 
between American investment in Canadian business and the movement of 
goods and services between affiliated firms. Direct investment thus strength- 
ens tendencies to continental integration and is a constraint on Canada’s future 
freedom of action. Moreover, this continuing process of integration proceeds 
without the Canadian government and people having taken a conscious deci- 
sion to move in that direction. 

At a time when emerging world trade blocs pose the risk of Canada 
being left outside a large regional group unless it negotiates a continental 
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relationship with the United States it would seem important to consider the 
significance of these developments for basic Canadian foreign economic 
policy options. If Canada wishes to limit continentalism, it may be necessary 
to consider some controls on foreign direct investment, since corporate 
ownership links, once established, accelerate continentalism through the large 
volume of trade and the movements of personnel which they help generate. 

Even if there should at some point be a decision in favour of greater 
continentalism, some government control of foreign direct investment might 
be desirable. In the event of the creation of a Canada-United States free 
trade area, for example, it is possible that United States firms which are not 
now well placed in the Canadian market would seek to obtain a part of 
the Canadian market as rapidly as possible in an effort to beat out their 
United States competitors. The quickest way to do this, in most circumstan- 
ces, would be by acquiring a Canadian firm with well-developed market 
channels and with established production capacity, rather than establishing 
a new firm. The United States firm concerned would then likely rationalize 
on a North-South basis. In view of the much greater size of the United 
States market in virtually all such cases, and the fact that the headquarters of 
the parent are in the United States, most or all the functions normally carried 
out at or near headquarters—such as planning, financing, and research and 
development—would be consolidated in the United States. Canadian capacity 
for innovation would then be badly damaged. 

The reverse possibility, that Canadian firms would buy United States 
firms to gain quicker access to the United States, is plausible. In reality, 
however, few Canadian firms have the financial resources to move in a large 
way into the United States market through an extensive program of ac- 
quisition, whereas many United States firms have the financial capability of 
moving into the Canadian market in this way. 

There is also the danger that production could be moved out of Canada 
in this kind of a continental arrangement, though the risk of losing productive 
Capacity may not be quite as great as the risk of losing innovative capacity. 
Many firms prefer to produce in the larger market, either owing to the 
arbitrary preferences of the owners or because it is easier to sell from a 
United States base. Even if Canadian production costs are lower, investors 
(including those from third countries) may prefer to locate their large North 
American plants in the United States lest the Canadian-United States arrange- 
ment come to an end and they find themselves outside the tariffs and other 
import restrictions applying to the very much larger United States market. 
Some administrative capacity to safeguard Canadian production to avoid 
this danger would therefore seem to be highly desirable, although it should be 
borne in mind that such administrative intervention is not a substitute for 
policies aimed at giving Canada lower production costs. 
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Chapter Twenty 


HOW GOVERNMENTS HAVE RESPONDED TO FOREIGN 
DIRECT INVESTMENT 


CANADIAN POLICY TOWARD FOREIGN 
DIRECT INVESTMENT 


INTRODUCTION 


Traditionally, Canadians have had growth aspirations which have nor- 
mally exceeded the available human and non-human resources in the country, 
leading governments to seek to attract these resources from abroad. 

These aspirations were reflected in past immigration policies, under which 
Canada sought to fill various kinds of gaps through the import of people to 
provide a particular skill or to populate a particular region. Similarly, Cana- 
dian tariff policy in earlier years sought to attract manufacturing activity. 
Various kinds of federal and provincial governmental incentives were offered 
to encourage resource exploitation by Canadian and foreign interests alike. 
There was a deliberate effort to make Canada a hospitable place for foreigners 
to invest. In recent years, a number of provincial governments have at times 
been prepared to go to considerable lengths to attract foreign investment to 
their province. 

Within this generally very open framework, certain measures have been 
taken through the years which have had the effect—directly or indirectly—of 
either limiting direct investment in certain areas of the economy or of imposing 
conditions on its entry. 

Heavy public investment in certain parts of the transportation, commu- 
nications, atomic energy and hydro-electric industries ensured that there would 
always be an important Canadian presence in those parts of the economy. 
For instance, federal ownership of Canadian National, Air Cannada and the 
Canadian Broadcasting Corporation has had the effect of limiting the scope 
for substantial non-resident control in those sectors. Similarly, provincial 
ownership of hydro-electric utilities and of some telephone companies has 
reduced the possibilities for foreign direct investment in those areas. 

A second way in which foreign investment has been partially controlled 
has been through public regulation of certain sectors of the economy. Although 
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public regulation in various fields, such as transportation and energy, has not 
been directed particularly at foreign controlled firms, it has had the effect of 
helping to ensure that the foreign controlled firms behaved in a way consistent 
with Canadian policy objectives. ; 

Public policy has responded in three other ways: through certain restric- 
tions on foreign investment; through measures to increase the benefits and 
reduce the costs of foreign investment; through efforts to encourage Canadian 
ownership. Each of these three approaches is considered further below. 


RESTRICTIONS ON FOREIGN DIRECT INVESTMENT 


Since the mid-1950’s, legislation has been enacted restricting or pro- 
hibiting foreign investment in what were regarded as “key sectors” of the 
Canadian economy. 


Financial Institutions 


In the mid-1950’s, six Canadian life insurance companies were acquired 
by non-resident controlled firms. As a consequence, certain amendments to 
the Canadian and British Insurance Companies Act were adopted in 1957. 
One provided that a majority of the board of directors must be Canadian 
citizens resident in Canada. A second granted to the directors the power to 
refuse to allow the transfer of shares from a resident to a non-resident. The 
third provided a procedure whereby a company could buy its own shares for 
the purpose of converting itself into a mutual company. Five companies imme- 
diately took advantage of this, four of which were very large. 

Following the publication of the Report of the Porter Royal Commission 
on Banking and Finance in 1964, consideration was given to banking and 
other federal legislation concerning financial institutions. Following the 1957 
insurance legislation, two other large, federally registered insurance companies 
were taken over by United States interests and the acquisition of another was 
imminent. To block further acquisitions of life insurance firms, amendments 
were enacted in 1964-65 that placed a limit on the proportion of shares that 
could be transferred to non-residents. This limit was placed at 25 per cent, 
or the existing proportion owned by non-residents where it was already higher 
than 25 per cent. It was also provided that share transfers could not be made 
to any one non-resident if this would increase his shareholding above ten per 
cent. No provisions were enacted that placed any limitation on the acquisition 
of shares of life insurance companies by residents. 

At the same time, similar provisions were introduced in respect of fed- 
erally incorporated trust and loan companies. In all three industries, the pro- 
visions on share ownership did not apply to the establishment of new firms. 

The amendments to the Bank Act, adopted in 1967, contained the 
same restrictions on transfer of shares to non-residents as had been included 
in the Canadian and British Insurance Companies Act in 1964-65. But they 
also contained an additional provision putting a maximum of ten percent on 
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the proportion of the shares that could be owned by any shareholder, resident 
or non-resident. The restriction holding aggregate non-resident ownership to 
25 per cent was also applied to new banks. Under the Bank Act, the growth 
in the total liabilities of banks which have foreign ownership in excess of the 
prescribed statutory limits is regulated by the Governor-in-Council. 

In addition to the restrictions on share transfer to non-residents outlined 
above, the various laws provided for a minimum of Canadian directors. The 
Bank Act, the Loan Companies Act and the Trust Companies Act provided 
that at least three-quarters of company directors should be Canadian citizens, 
resident in Canada. In the case of life insurance firms, the provision was 
that a majority had to be Canadian citizens, ordinarily resident in Canada. 

In 1971, the Investment Companies Act was passed. It prevented further 
foreign acquisitions of federally incorporated sales financed firms. 

It is important to note the difference between the legislation affecting 
banks and the legislation affecting other federally incorporated financial insti- 
tutions. Both prevent foreign acquisition of Canadian controlled firms. How- 
ever, there is nothing in the non-banking legislation which would prevent 
foreigners from starting up new firms in these areas, whereas the Bank Act 
does not allow foreigners to start up a new bank. Furthermore, as banking 
is exclusively subject to federal jurisdiction, there is no way in which foreign- 
ers can extend their control of the Canadian banking system through provin- 
cial incorporation. The possibility of provincial incorporation in respect of 
the other financial institutions makes the federal initiative in those industries 
a less certain instrument for preserving an important Canadian voice in these 
industries. The fact that the Ontario, Manitoba and Alberta Legislatures 
have enacted legislation in respect of loan and trust companies similar to the 
federal legislation, however, closes a part of the gap. 


Ownership Restrictions: Cultural Activities 


Canadian ownership and control of broadcasting has been an objective 
of governments for about forty years. For much of that period this objective 
was implemented chiefly by the Canadian Broadcasting Corporation. Fol- 
lowing the Report of the Fowler Commission, Parliament adopted the Broad- 
casting Act of 1958, which set a limit of 25 per cent on foreign ownership 
of any broadcasting undertaking—excluding cable television. The Act also 
permitted exemption of existing undertakings from the foreign ownership 
limit by Order in Council. By regulation issued under the Radio Act, cable 
television was placed on the same basis in 1964. 

The new Broadcasting Act of 1968 placed conventional broadcasting 
(broadcasting transmitting undertakings) and cable television (broadcasting 
receiving undertakings) under the Canadian Radio-Television Commission. 
The Act required that the Canadian broadcasting system should be effectively 
owned and controlled by Canadians in order to “safeguard, enrich and 
strengthen the cultural, political, social and economic fabric of Canada”. By 
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a Direction issued under the Act, the Governor-in-Council instructed the 
Commission that licences could not be issued or renewals granted except to 
Canadian citizens and eligible Canadian corporations, as defined in the 
Direction. There was no provision for exemption, except through recom- 
mendation by the Commission to the Governor-in-Council, and the existing 
foreign owners of Canadian broadcasting undertakings were required to 
divest their interests to come within the new legal limit of twenty per cent. 

An eligible Canadian corporation was defined as a corporation incor- 
porated under the laws of Canada or a province. The chairman and each of 
the directors must be Canadian citizens, and at least four-fifths of the voting 
shares and shares representing in aggregate at least four-fifths of the paid-up 
capital must be beneficially owned by Canadian citizens or Canadian corpora- 
tions. The Direction also provided that if a corporation met the foregoing 
conditions, but in the opinion of the Commission was nevertheless effectively 
controlled from outside the country, the Commission should not issue a licence 
to that corporation. Divestiture of foreign interests to conform to the Direction 
is now nearing completion. 

It has been recognized that the social, political and cultural objectives 
expressed in the Broadcasting Act cannot be achieved solely by ownership 
regulations or directions. Regulations respecting Canadian programme content 
have, therefore, been strengthened and are gradually being implemented by 
the Commission. 

As for magazines and periodicals, this has been an issue of controversy 
since the early 1950’s, when the Canadian publications of Time and Reader's 
Digest were already playing an important role in Canada and imports such as 
Better Living were also enjoying widespread circulation. 

In March, 1956, a twenty per cent tax was imposed on gross advertising 
revenue of any magazine which contained at least 25 per cent of the editorial 
content of its home edition, and which carried some advertising not found in 
the home editions specifically directed at the Canadian market. This appar- 
ently had the effect of heading off plans by Newsweek and Business Week to 
establish Canadian editions. After the change of government in 1957 this tax 
was withdrawn. 

In December 1961, the O’Leary Commission recommended the prohibi- 
tion of foreign published business papers containing advertisements directed 
to the Canadian market and the prohibition of other foreign publications 
which had Canadian regional edition or “split runs” directed at Canada. It also 
recommended that advertising in foreign periodicals directed at Canadian 
markets no longer be deductible for income tax purposes. 

In 1965, amendments to the Income Tax Act and the Customs Act were 
introduced which had the practical effect of preventing the establishment of 
new foreign controlled newspapers and periodicals and the foreign takeover 
of existing newspapers and periodicals under Canadian control. The amend- 
ment to the Income Tax Act provided that, in computing taxable income, no 
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deduction could be made for the cost of advertising directed primarily at the 
Canadian market in an issue of a non-Canadian newspaper or periodical dated 
after December 31, 1965. Exemptions were, in effect, made for the foreign 
controlled magazines or newspapers then operating in Canada, which had the 
effect of exempting Time and Reader’s Digest. The Custom Tariff change had 
the effect of prohibiting entry of non-Canadian periodicals containing adver- 
tisements directed at the Canadian market. 


Ownership Restrictions: Canadian Participation Provisions (CPP) 


The cpP were first introduced in 1960 as a part of the Canada Oil and 
Gas Land Regulations and the Canada Mining Regulations, pursuant to the 
Territorial Lands Act and the Public Lands Grants Act. They apply to oil 
and gas leases in the Yukon, the Northwest Territories and offshore and to 
mining leases in the Northwest Territories and offshore. 

Oil and gas and mining leases, under the cpp are granted only to 
persons who are Canadian citizens over 21 years of age and to Canadian 
corporations in which the Minister responsible is satisfied that: 


(a) at least fifty per cent of the issued shares are beneficially owned 
by persons who are Canadian citizens, or 

(b) the shares are listed on a recognized Canadian stock exchange and 
that Canadians will have an opportunity of participating in the 
financing and ownership of the corporation, or 

(c) the shares are wholly owned by a corporation that meets the 
qualifications outlined in (a) and (b) above. 


In practice, these requirements do not constitute a major restriction on 
foreign control. They have done little to increase Canadian ownership and 
control of oil, gas and mining in the territories subject to federal jurisdiction. 


Other Restrictions on Foreign Control in Specific Industries 


In recent years, the government has acted to limit, to one degree or 
another, foreign control of Canadian satellite telecommunications and Cana- 
dian uranium property. In the case of Telesat Canada, provision has been 
made that ownership will be divided between the federal government and its 
agents, approved telecommunications common carriers and other Canadian 
citizens. Not more than twenty per cent of the outstanding common shares 
of Telesat. that are held by persons other than the federal government or its 
agents, or by approved telecommunications common carriers, may be owned 
by non-residents. Directors must be Canadian citizens, normally resident in 
Canada. 

In the case of uranium, government announcements have indicated that 
restrictions are to be imposed which will limit foreign ownership as a matter 
of policy that would date from March, 1970. 
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MEASURES TO INCREASE BENEFITS AND REDUCE COSTS 
OF FOREIGN DIRECT INVESTMENT 


Guidelines of Good Corporate Citizenship 


A further response to growing foreign control was the issuance in 1966 
of guiding principles of good corporate behaviour for Canadian subsidiaries 
of foreign firms. These were announced. by the then Minister of Trade and 
Commerce, the Honourable Robert Winters. 

The guidelines provide as follows: 


(a) 


(b) 


(c) 


(d) 


(e) 


(f) 


(g) 


(h) 


Qj) 


(k) 


pursuit of sound growth and full realization of the company’s 
productive potential, thereby sharing the national objective of full 
and effective use of the nation’s resources; 

realization of maximum competitiveness through the most effective 
use of the company’s own resources, recognizing the desirability 
of progressively achieving appropriate specialization of productive 
operations within the internationally affiliated group of companies; 
maximum development of market opportunities in other countries 
as well as in Canada; 

where applicable, to extend processing of natural resource products 
to the extent practicable on an economic basis; 

pursuit of a pricing policy designed to assure a fair and reasonable 
return to the company and to Canada for all goods and services 
sold abroad, including sales to the parent company and other 
foreign affiliates; 

in matters of procurement, to search out and develop economic 
sources of supply in Canada; 

to develop as an integral part of the Canadian operation wherever 
practicable, the technological, research and design capability 
necessary to enable the. company to pursue appropriate product 
development programmes so as to take full advantage of market 
opportunities domestically and abroad; 

retention of a sufficient share of earnings to give appropriate finan- 
cial support to the growth requirements of the Canadian operation, 
having in mind a fair return to shareholders on capital invested; 
to work toward a Canadian outlook within management, through 
purposeful training programmes, promotion of qualified Canadian 
personnel and inclusion of a major proportion of Canadian citizens 
on its board of directors; 

to have the objective of a financial structure which provides oppor- 
tunity for equity participation in the Canadian enterprise by the 
Canadian public; 

periodically to publish information on the financial position and 
operations of the company; and 


(1) to give appropriate attention and support to recognized national 
objectives and established government programmes designed to fur- 
ther Canada’s economic development and to encourage and support 
Canadian institutions directed toward the intellectual, social and 
cultural advancement of the community. 


As the guidelines are not in any way compulsory, they constitute only 
a limited form of moral suasion. 

Following Mr. Winters’ letter to the 3,500 active foreign subsidiaries 
(designated within this study as the “reporting subsidiaries”), the co-operation 
of the larger subsidiaries was requested in providing information that would 
enable a continuing assessment to be made of their behaviour. About 400 
respondents representing nearly 1,000 companies were asked to reply annually 
to a questionnaire from the Department of Industry, Trade and Commerce 
which would enable the government to develop a clear understanding of quan- 
titative and qualitative impact of subsidiaries on the Canadian economy. 

While most subsidiaries have been willing to cooperate in this voluntary 
programme, a number have not. Moreover, since the survey does not apply 
also to Canadian controlled firms, no yardstick exists against which the per- 
formance of the foreign controlled firm may be measured. This subject is 
dealt with more fully in the chapter below on Information. 

No evidence is available to suggest that these voluntary guidelines have 
had a major impact upon the behaviour of foreign controlled subsidiaries. 
They do not have the force of law. Firms which respond to them may find 
that they are entering into practices which their competitors are not prepared 
to make. 


Extraterritorial Application of Foreign Law 


As discussed elsewhere™ on a subject-by-subject basis, the federal and 
provincial governments have taken measures or passed laws to deal with cer- 
tain problems relating to extraterritoriality. Some of the provinces have passed 
laws dealing with the summoning of Canadian business records by foreign 
authorities. The federal government has arrangements mitigating the impact 
of United States antitrust and trade legislation on Canadian subsidiaries and 
the proposed Competition Act would be of further assistance in this regard, 
All these measures are aimed at reducing certain political and economic costs 
associated with foreign investment. 


Other Measures 


Other measures aimed at improving the benefits of foreign investment in 
the resource field have been taken by provincial governments. These are 
referred to below. 


© See Chapter Twenty Two. 
51 See Chapter Sixteen. 
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MEASURES TO ENCOURAGE CANADIAN OWNERSHIP 


Tax Law 


Under the new tax law, several measures have been introduced which are 
aimed at encouraging Canadian ownership. The dividend tax credit or divi- 
dends paid by taxable Canadian corporations has been increased (without 
regard to the location of control of the corporation); the small business incen- 
tive is available to Canadian controlled private corporations only and must 
be repaid if the firm is transferred to non-Canadian control, thus directly 
favouring Canadian controlled corporations; withholding taxes on dividends 
paid to non-residents will continue to be five per cent lower for corporations 
having a degree of Canadian ownership. Pension funds must retain ninety per 
cent of their assets in Canada to avoid paying a special tax of one per cent 
per month on that proportion of their assets abroad in excess of that amount, 
thus encouraging these institutions to invest Canadian savings in Canada. 
(Although such funds may go into Canadian investments—regardless of the 
country in which they are controlled—hopefully they will provide some benefit 
to Canadian controlled business.) In addition, Canadian corporations are 
able to deduct as an expense the interest paid on funds borrowed to finance 
the purchase of shares in other corporations. Federal estate taxes have been 
eliminated, thus potentially reducing the sales of private Canadian corpora- 
tions which are alleged to take place in order to raise funds to pay these taxes 
(although capital gains taxes will be payable on death). 


Canada Development Corporation 


The most recent response of the Canadian government to the growing 
degree of foreign control has been the introduction of legislation to create 
the Canada Development Corporation (cbc), which was approved by Parlia- 
ment in 1971. 

The purposes of the cDc are to help develop and maintain strong Cana- 
dian controlled and Canadian managed firms in the private sector of the 
economy, and to give Canadians greater opportunities to invest and partici- 
pate in the economic development of Canada. 

The cnc will seek to achieve its first objective by investing in the equity 
of existing corporations, by assisting in the expansion and establishment of 
significant new enterprises and in the expansion of existing ones. In doing so, 
it will normally invest in enterprises in which it expects to have a substantial 
holding of shares carrying voting rights and in which the total value of the 
shareholders’ equity will be, or is likely to become, $1 million or more. It is 
expected that the cDc’s investment in another business will normally be large 
enough, either alone or in combination with other Canadian investors, to 
ensure Canadian control. The cpc will, of course, be in a position to exercise 
the degree of influence on the basic policies and direction of such businesses 
appropriate for a major shareholder. 
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The cpc is expected to work very closely with other members of the 
Canadian business and financial community, concentrating the exercise of its 
own direct entrepreneurial functions in those areas of peculiar promise and 
interest to the Canadian economy where there is not otherwise likely to be a 
sufficient degree of Canadian participation. In this connection, it will be 
recalled that in the discussion of capital markets above,®2 emphasis was 
placed upon the lack of entrepreneurship in the financial institutions. As now 
contemplated, the cpc seems likely to concentrate its activities on the gaps 
in the capital markets for large resource projects and for fairly substantial 
manufacturing investments, rather than for smaller venture capital situations. 
It should help provide some of the financial and industrial intermediation 
lacking in these areas, though it is doubtful that any one institution could 
provide all that is needed. 

The cpc may give special attention to industries considered to be of 
greatest potential and importance to Canada’s future economic development. 
It may emphasize areas involving the development and application of new 
technology, the exploitation and utilization of Canadian natural resources, 
those of special relevance to the development of the North, and those areas 
in which Canada now has or can develop significant comparative advantage 
by international standards. In doing this, it may help to secure for Canada 
the headquarters of Canadian-based multinationals which might otherwise be 
pulled from their Canadian roots. Simultaneously, the Corporation may help 
overcome the danger of the orientation of Canadian multinationals gravitating 
gradually to those countries where the largest market is located (usually the 
United States). 

The cpc is not expected to make investments which do not meet its 
criteria for profitability. This means that there are limits to what the cpc can 
be expected to accomplish in promoting greater ownership and control of the 
economy by Canadians. If the Canadian government and people attach high 
priority to more Canadian ownership, other measures obviously will also be 
needed. 

PROVINCIAL GOVERNMENT RESPONSES 


With the exception of legislation limiting foreign control of Ontario, 
Manitoba and Alberta incorporated trust and loan companies, and businesses 
engaged in the wholesaling and distribution of paperbacks and periodicals in 
Ontario, there do not appear to be any provincial laws which limit or pro- 
hibit foreign control of Canadian firms—although some have legislation 
affecting ownership of land. Ontario and Quebec, and other provinces to a 
lesser degree, have been reviewing the position in respect of ownership in 
the securities industry. Ontario has also taken some other measures aimed 
at improving performance of some firms, including foreign controlled ones. 
Most important in this respect is the legislation giving the provincial govern- 


52 See Chapter Seven. 
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ment discretionary power to require further processing of natural resources, 
although thus far it has not been enforced very rigorously. More recently, 
it has been announced that a special venture capital fund would be created 
by the Ontario government to assist Canadian entrepreneurs and Canadian 
controlled enterprises. 

The Province of British Columbia has also passed discretionary legis- 
lation providing for a greater degree of processing of minerals and forest 
products. 

The Province of Quebec has a new policy with respect to book publish- 
ing which may have some influence upon the ownership and control of that 
industry. In effect, it would appear that all Quebec institutions (e.g., school 
boards, libraries, hospitals) receiving grants from the Government of Quebec 
will be obliged to purchase all their books from government approved pub- 
lishers. These publishers will have to be at least fifty per cent controlled by 
Canadians resident in Quebec and the publisher will have to have his head- 
quarters in that province. 

The Ontario Government has provided financial support for McClelland 
and Stewart, thus indicating its concern about the ownership and control of 
the book publishing industry. 


CONCLUSIONS 


An essentially open framework has been the central plank in past policy 
toward foreign investment. At the same time, public investment has helped 
to ensure a large Canadian presence in certain industries. Restrictions on 
foreign control, to one degree or other, have also been introduced in certain 
key sectors of the economy. These have been applied largely in response to 
fears of foreign takeovers. Various efforts have been made to improve the 
performance of foreign controlled firms in Canada. On the whole, these 
have been of only limited effectiveness. 

Finally, some efforts have been made to stimulate Canadian ownership, 
but to date they do not appear to have had any substantial impact on the 
pattern of ownership in the economy. 


POLICIES OF OTHER GOVERNMENTS TOWARD 
FOREIGN DIRECT INVESTMENT 


INTRODUCTION: PURPOSE AND METHOD 


This section describes in general terms the kind of approaches other 
governments have taken toward foreign direct investment. The purpose is to 
provide some idea of the range of policies which prevail abroad and the 
instruments used to implement them. The countries examined include eleven 
advanced or relatively advanced industrial countries of Western Europe, the 
United States, Australia, South Africa, Japan and Mexico. 
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There are four considerations which must be taken into account in 
assessing the findings below. The first is that, in relation to the size of their 
domestic economies, none of the countries has experienced a degree of 
foreign control which begins to approach the Canadian situation. The reasons 
for this vary from case to case. At least two of the countries—Norway and 
Mexico—appear to have devised restrictive policies at some point in the 
past because of a particular fear of extensive foreign control by a neighbour- 
ing country. 

On the other hand, a number of these countries do have a high degree 
of foreign control in certain high technology and other capital intensive in- 
dustries. The German petrochemical industry and the British automobile 
industry, for example, are largely controlled from abroad. But, on the whole, 
no other country has a situation resembling the Canadian picture. 

Secondly, most of the countries surveyed adhere to the ofcp Code for 
the Liberalization of Capital Movements. As they have accepted, in prin- 
ciple, the desirability of freeing capital movements, they normally tend to 
emphasize the more open aspects of their policies. While Canada is more 
liberal than most other countries, Canada alone among the OECD countries 
does not adhere to this Code. 

Thirdly, these countries include the world’s largest exporters of capital, 
including the United States, United Kingdom, Germany, Switzerland, Sweden 
and The Netherlands. As such, they have important vested interests in striving 
for relative ease of access for the intended overseas investments of their 
nationals and for ease of repatriation of profits. To varying degrees, this fact 
serves as a liberalizing pressure in respect of their policies towards capital 
imports. It seems also to lead them to take a relatively relaxed attitude about 
the practices of multinational enterprises. 

Finally, all countries studied—except the United States, Germany and 
Switzerland—have in place a foreign exchange control apparatus. Some use 
it restrictively, others more liberally. Exchange controls were not implemented 
in these countries with the primary aim of preserving domestic ownership and 
control of the economy, but rather for balance of payments reasons. As 
balance of payments considerations have permitted, most countries have gen- 
erally tended to rely progressively less on the exchange control mechanism in 
dealing with current payments. However, as an outgrowth of their earlier 
balance of payments problems, most countries do have the experience of 
a foreign exchange control apparatus capable of regulating capital imports. 

As each of the countries studied has its own historical experience and 
special peculiarities, each policy is unique. However, for summary purposes, 
certain arbitrary lines can be drawn to provide an overview of other countries’ 
policies. 

It will be noted that some countries are discussed under more than one 
of the policy headings below as elements of their practices make it difficult 
to put the country under any single one. The headings are: 
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(1) Open or Very Open. 
(ii) Countries Wishing to Attract Foreign Investment, but Which Bar- 
gain about Terms and Conditions of Entry. 


(iii) Countries Seeking to Protect Key Sectors. 
(iv) Restrictive. 


POLICY APPROACHES 


Open or Very Open 


Countries which have very few restrictions on direct foreign investment 
include the United States, The Netherlands, West Germany, Denmark and 
Australia. It should be noted that the first three of these countries are impor- 
tant capital exporters or have major investments abroad. The United States is, 
of course, the largest capital exporter and bastion of the multinational enter- 
prise and as such had been a proponent in the past of freer movements of 
capital. 

The West German economy is also based upon liberal economic prin- 
ciples. Broader geo-political reasons may also have strengthened the German 
willingness to welcome investment from other countries. 

The Netherlands is both very anxious to attract foreign capital for eco- 
nomic and regional development purposes and to protect the enormous invest- 
ments of its multinational giants abroad, such as Shell, Unilever and Phillips 
(which are partially controlled in The Netherlands). Denmark and Australia 
are also anxious to attract foreign capital for economic development purposes. 

At the same time, through one device or another, even these countries 
have from time to time made it difficult for foreigners to invest in particular 
industries. 


Countries Wishing to Attract Foreign Investment, but Which Bargain 
about Terms and Conditions of Entry 


Some countries discussed under this heading are relatively liberal; others 
are much less so. The main point here is that each uses the apparatus avail- 
able to it to negotiate to meet the needs of its own economy. The United 
Kingdom (a major exporter of capital) formally prohibits all investments until 
the conditions it sets are met and this occasionally involves discussions be- 
tween the United Kingdom authorities and the investors about a variety of 
factors in important cases. Similarly the Belgians and the Italians seek to 
attract foreign investments to one degree or other but bargain at times (but 
by no means on all foreign investment) to improve the contribution which the 
investment will make to their particular needs, e.g., bargaining for commit- 
ments for export performance and for location in a designated area. Less 
directly, the Australians seek to convince foreign investors of the desirability 
of allowing Australian equity participation by regulations affecting access to 
their capital markets, as outlined more fully below. 
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France’s policy has varied through the last ten years and has normally 
been rather more nationalistic than the above countries. However, France 
also bargains about the terms and conditions of foreign entry. Norway’s 
position is in some respects similar to that of the French. The principle, in 
each case, is that while the foreigner has something of value to the host 
economy, the host also has an asset the foreigner wants—easy access to its 
domestic markets. 


Countries Seeking to Protect Key Sectors 


Some of the countries listed below have been or will be referred to 
under other categories also. The principal countries here are Sweden and 
Norway, both of which claim to be very liberal, but which in fact exclude or 
restrict foreign investment across wide and important parts of their economy, 
especially in resources. In addition, Italy, Austria, France, the United 
States and Australia have lesser but still fairly significant parts of their 
economy which are closed to the foreign investor, or in which the foreigner 
can obtain only restricted access. 

In contrast, the United Kingdom, Denmark, Belgium, West Germany 
and Switzerland rely very little on this kind of approach. The selection of key 
sectors, where this is an important policy element, seems to be based on a 
few, clearly defined criteria and the considerations apparently vary widely 
from one country to the other. Sectors most frequently designated include 
banking, insurance, parts of communications and transportation, including 
public utilities and natural resources. 


Restrictive 


The prime examples of restrictive policies are those followed by Mexico 
and Japan, both of which have a very substantially different historical and 
cultural experience than the other countries considered here. In Mexico, 
where there was substantial foreign ownership prior to the 1910 revolution, 
foreign capital is permitted only as a supplement to internal savings. 

In Japan, where the foreigner has traditionally been suspect, every 
effort has been made to hold out foreign participation for as long as possible 
in order to give domestic industry an opportunity to prepare for competition 
on an international basis. 

In the case of both Mexico and Japan, the degree of foreign investment 
is very small. It must be further noted that in the case of France, Sweden 
and Norway there is a strong desire to ensure that ownership of a fairly wide 
sector of the economy remains in the hands of the nationals. In all cases, 
it is apparent that the reasoning is largely due to politico-strategic and/or 
cultural reasons, and relates rather less to overall economic performance. At 
the same time, one would be hard pressed to demonstrate conclusively that 
these economies suffered as a consequence. Indeed, there appears to be 
little correlation between national economic performance and the degree of a 
country’s liberalism or restrictionism in respect of direct investment inflows. 
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POLICY ELEMENTS 


There are aspects of the experiences of other countries which are being 
examined as part of the Canadian review of policy and which, therefore, 
merit further comment here. 


A General Review Provision 


Some form of review of foreign direct investment appears to be em- 
ployed in Norway, France, Japan, Mexico and the United Kingdom, and to a 
lesser extent in Italy, Belgium, Sweden, Denmark, Austria and Australia. 
In most instances, a foreign exchange control apparatus exists with which 
to back up statutory requirements about notifications of foreign investment. 

In some cases, the review mechanism serves to prevent foreigners from 
making direct investments in particular industries; that is, permission for 
such investment is not granted. In Norway and Sweden, for instance, it 
appears that it is virtually impossible for a foreigner to gain control of 
wooded lands or paper mills, even though these apparently are not, in any 
formal sense, key sectors. In Italy, investments may be turned down if the 
foreigner wishes to invest in an industry in which state ownership is ex- 
tensive. In other countries, the need to obtain government approval enables 
the recipient country to bargain about local equity participation, export 
undertakings, the presence of nationals on the board of directors, location 
of plant, procurement of services, or whatever other considerations the 
recipient country judges relevant. 

For instance, in Japan the review process begins with the Bank of Japan, 
which has control of the exchange control apparatus. The Bank requires 
relevant information from would-be foreign investors. It then passes the infor- 
mation to the various ministries concerned, which, in turn meet at a senior 
interdepartmental level. The file is then passed to the Foreign Investment 
Council, which includes businessmen, journalists and academics, before a 
recommendation is made to the Minister of Finance. Changes in the terms and 
conditions are sometimes negotiated prior to ministerial decision. 

A similar approach is followed in France, but with greater emphasis on 
bargaining and less on rejecting investments. In France, this extends to re- 
viewing licensing agreements (e.g., on technology) to ensure that the terms 
are reasonable. 

In the United Kingdom performance undertakings are sometimes sought 
in cases of major takeovers. For instance, in the 1967 acquisitions of Rootes 
by Chrysler and of Pye by Phillips, undertakings were obtained to maintain 
or to increase exports. On new investment, the United Kingdom does not 
seem to intervene frequently, if at all. 


Domestic Borrowing Restrictions 


Many countries have requirements respecting non-resident direct invest- 
ment under which all or a part of it must be financed abroad. Such policies 


332 


are normally justified on balance of payments grounds. In some cases this 
applies to all investments; in other cases it may apply only to takeovers. The 
access of non-resident controlled companies to domestic money markets for 
working capital or for capital for investments in new fixed assets may also be 
subject to limitation. 

In the United Kingdom, takeovers are expected to be entirely financed 
from abroad and new foreign controlled firms are also expected to be largely 
self-financing. In France, takeovers by non-resident firms of French companies 
must be entirely financed from abroad; for new enterprises, at least fifty per 
cent of the financing must be non-French. 

In Italy, investments are divided between “productive” and “non- 
productive”. Foreign investments which do not involve creation or expansion 
of production facilities—for instance, the purchase of existing shares (a share 
swap or other form of takeover) —are normally deemed to be non-productive. 
Non-productive investments are discouraged by limiting free transferability 
abroad of interest, dividends and profits. They are also discouraged by limiting 
retransfer abroad of the original investment to an amount not exceeding the 
amount of foreign currency originally imported. It appears also that “produc- 
tive” investments are freer to raise capital on the Italian capital markets than 
are “non-productive” investments. 

In Australia, local borrowing by firms are affected by the extent of 
Australian equity participation in the economy, and in Norway the acceptance 
of a foreign investment is also affected by the amount of capital imported. 
There also seem to be similar provisions in South Africa, Mexico and Japan. 

In all cases, the aims seem to include one or more of the following: to 
strengthen the balance of payments; to use this as an indirect means of dis- 
couraging foreign investment or of channelling it into those industries where 
the host government wishes it; to encourage foreign firms to provide for equity 
participation by the nationals of the host country, and possibly to prevent 
displacement of local borrowers. 


OTHER TECHNIQUES FOR RESTRICTING FOREIGN INVESTMENT 


Several countries have in their companies’ legislation provisions which 
bear on foreign investment. Swedish firms have the right to limit, through 
their articles of association, the right of non-Swedish nationals to acquire 
shares in the company. In these cases, non-Swedes are normally restricted 
to twenty per cent interest in aggregate. In practice, 39 of the 40 largest 
Swedish companies have made use of this provision and thus effectively pre- 
vented foreigners from acquiring control. 

In Switzerland, corporations can issue their common shares in three 
forms. “Participation shares” enable a shareholder to participate equally in 
profits with other common shareholders but not to vote; “registered” com- 
mon shares are available only to Swiss citizens; “bearer”? common shares 
may be held by citizens of any country. The latter two types have voting 
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rights. Registered shares are always in the majority, thus precluding the 
acquisition of Swiss firms by foreigners. Japan also requires that companies 
have different categories of shares, with foreigners being permitted to pur- 
chase only a designated category. 

Restrictions on the purchase or lease of real property by non-nationals 
in Norway, Denmark, Sweden and Switzerland provide the authorities in 
those countries with the opportunity to bargain over terms or to restrict 
foreign investment. The extent to which this actually occurs is difficult to 
document. 


TAKEOVERS 


In general, national governments tend to distinguish between takeovers 
by foreigners and the starting up of new enterprises by foreigners. Even 
some of the more liberal countries, such as West Germany and Australia, 
have prevented takeovers through ad hoc administrative practices. The 
Belgian government reviews takeover bids for companies whose shares are 
publicly traded. In Italy, as already indicated, a takeover is normally deemed 
to be “non-productive” unless the enterprise purchased is to be expanded by 
the acquiring firm. Such non-productive investment is likely to be discour- 
aged through restrictions on the access of such firms to the domestic money 
markets for loans, and through limitations on repatriation both of profits, 
interest, other current payments and of the capital investment itself. 

France requires that foreign takeovers be financed entirely through 
foreign currency. In addition, it has used its review authority to discourage 
takeovers. 

In Switzerland, requirements for nationals on boards of directors, limi- 
tations on work permits and land permits, and the technique of using differ- 
ent categories of shares which was referred to above, all make takeovers 
very difficult. 

The constrained share status of almost all leading Swedish companies 
is an important barrier to the takeover of Swedish firms. Takeovers of 
Japanese firms are not permitted. In Australia, the government has a policy 
under which it will intervene to prevent takeovers which are considered 
contrary to the national interest. 

The general philosophy which underpins each of these countries’ poli- 
cies includes one or more of the following: a nationalistic opposition to 
foreigners; a desire on the part of domestic corporate management to fend 
off foreign takeovers; a government wish to channel foreign investment into 
areas where it will be most productive, which means into new investments 
rather than acquisitions; allowance of takeovers only after negotiations on 
performance have been successful. 


KEY SECTORS 


Owing to the widespread restrictions on foreign investment in Mexico 
and Japan, the key sector analysis cannot be readily applied to those two 
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countries. In Japan, however, even after its recent round of liberalization, 
distinctions between various categories of industry continue to be made by 
Japanese authorities. 

Sweden and Norway restrict foreign control in real property, waterfalls, 
minerals, forest resources and shipping. Denmark restricts foreign participa- 
tion in financial institutions and farming. The French are most concerned 
about electronics, information software and automobiles, and west Germany 
is concerned about oil refining, automobiles and electronics. The Italians 
protect banking, insurance, finance, shipping and air transportation; the 
Australians banking and broadcasting. In the United States, foreign partici- 
pation is prohibited or restricted in shipping, broadcasting, communication 
satellites, hydro-electric power or activities associated with atomic energy 
and banks. In addition, some countries have “catch-all” phrases relating 
to strategic industries. Moreover, foreigners are excluded from many other 
industries because of the existence of state monopolies. 

The reasons why other governments designate key sectors is seldom 
made clear. In some cases it obviously reflects historical concern about what 
were, in the past, industries of great strategic importance, either for military 
or economic reasons. Thus, most countries ensure that key financial institu- 
tions, communications and transportation facilities are under the control of 
their citizens. 

The other general reason seems to reflect a concern about the high 
technology, high growth industries which may dominate the future. Govern- 
ments apparently believe that a strong indigenous capacity is important for 
their national interests. The dilemma here is that it is often the large foreign 
multinational enterprise which has the most up-to-date technology and is 
able to make a product available at prices which, in the short run at least, 
are less than the cost of indigenous development. 


MANDATORY HOST COUNTRY SHAREHOLDINGS 


Mandatory local shareholdings is not an issue in Mexico, where the 
law requires that local shareholders retain a half or more of the shares in 
virtually all cases, even though the Mexican partners at times may not 
participate actively in the direction of the enterprise. In the case of Japan, 
even in those industries which are now liberalized, there is a preference for 
Japanese shareholdings and in many industries fifty per cent or more Japanese 
equity remains a legal requirement. 

In general, nearly all but the most liberal governments tend to look 
more kindly upon foreign investments in which opportunity is provided for 
domestic equity ownership—either on a partnership basis or with large 
single owners. 

Thus the French or Italians will be more likely to approve a 51/49 or 
50/50 venture than one in which no domestic participation is proposed. 
Even where investments are permitted, access to local borrowing may not 
be allowed in the absence of large local shareholdings. 
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On the other hand, it appears that only Australia attaches importance 
to local portfolio shareholdings in foreign controlled firms. The degree to 
which these portfolio holdings are permitted determines whether foreign 
controlled firms may borrow money in Australia. 


BOARD OF DIRECTORS 


Many countries require a majority of nationals on boards of directors. 
They include the three Scandinavian countries which are examined here. The 
Australian Government emphasizes the importance it attaches to having 
Australian nationals on boards of directors and in senior management. It does 
not require this by law, but creates some pressures to obtain such repre- 
sentation. Where foreigners are entitled to up to fifty per cent of a Japanese 
company, management remains entirely Japanese and the percentage of 
Japanese equity must carry with it an equal number of Japanese directors. 

The British also prefer to see a majority of their nationals on boards of 
directors and while information is not available on some of the other coun- 
tries, the availability of a bargaining tool has probably led some of them also 
to impose such requirements. 


CONCLUSIONS 


The foregoing outline illustrates the wide range of approaches to foreign 
direct investment adopted within the western economic system and the variety 
of instruments available for the implementation of government objectives. 

Generally, most countries seem to have a sense of national interest in 
the economic sphere, however inarticulate it may be. What it seems to say 
is that business enterprise is most easily made to serve the national interest 
if owned and run by nationals. 

Perhaps the single most common instrument which other countries use 
in dealing with foreign direct investment is some form or other of review or 
screening mechanism. In some countries, it is used very infrequently as an 
instrument of intervention. In other cases, the screening mechanism is used 
more often—either to restrict or to bargain, or both. The review mechanism 
provides a national government with flexibility to consider foreign direct in- 
vestment on a case-by-case basis and the vigour with which a review process 
is applied can be made to vary over time. 

In describing the general approach of many other governments toward 
foreign direct investment in their country, it is by no means intended to sug- 
gest that their policies are necessarily optimal ones, or that these countries 
have defined their national interests in a way which is appropriate to the cir- 
cumstances of today. The point is, whether one approves or disapproves of 
the policies, they do represent a national viewpoint. 

In recent years, there has been an international trend toward the reduc- 
tion of barriers to investment flows and increasing non-resident ownership and 
control of certain industries in a number of countries. This tendency has been 
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due in large part to political pressures exerted by capital exporting countries 
on the governments of the countries in which they wish to invest. The econ- 
omies of scale in certain industries, particularly the very high costs of research 
and product development and innovation in certain high technology industries, 
have also had an important bearing upon the tendency toward greater foreign 
ownership and control, a case in point being computer hardware in some 
Western European countries. 

There is thus a tendency toward liberalization, but the pace is slow and 
uneven. Nor is the liberal trend necessarily a continuous process. Even in the 
most liberal countries it is likely that if there were risk of widespread foreign 
control a halt would be called. This may be reading too much into the policies 
of other countries, but from isolated measures of the more liberal countries 
it would appear to be the probable outcome. 
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Chapter Twenty One 


THE USE OF GOVERNMENT PROCUREMENT, GRANTS 
AND LOANS, AND TAX POLICY IN THE CONTEXT 
OF FOREIGN INVESTMENT POLICY 


In this chapter, consideration is given to government policies relating 
to procurement, grants and loans, and taxation. It examines the ways in which 
these policies affect the ownership pattern of the Canadian economy and 
deals with the extent to which these policies or programmes benefit Canadian, 
as opposed to foreign controlled, firms. It also considers whether there 
should be a bias in these policies or programmes in favour of Canadian 
controlled firms, either as a means of increasing Canadian ownership and 
control of Canadian businesses or as a bargaining lever to enhance the 
government’s ability to influence the performance of foreign controlled 
firms. 


GOVERNMENT AND CROWN CORPORATION PROCUREMENT 


INTRODUCTION 


It has been estimated that over $5 billion is spent annually for the 
procurement of goods and services by federal, provincial and municipal 
governments—exclusive of property, construction and building materials. 
Of this amount, around forty per cent is purchased by the Department 
of Supply and Services and other federal government departments and 
agencies, including Crown corporations. 

No systematic data are collected on the extent to which these con- 
tracts are provided to Canadian controlled firms. But because it is such a 
large purchaser, it is possible, at least in theory, for the federal government 
to use its purchasing power for either or both of the two objectives 
referred to above—to increase Canadian control of Canadian business or to 
bargain for better economic performance by foreign controlled companies. 

With respect to the first possibility, federal expenditures are suffi- 
ciently large that they might have an impact on the pattern and extent of 
foreign control of Canadian business enterprise. In the extreme, the federal 
government theoretically could prohibit all purchases of goods and services 
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from foreign controlled firms, although this is obviously not a practical 
alternative. The issue considered here is how far down such a path it might 
be reasonable to go in order to increase Canadian control of Canadian 
business. 

Similarly, it is important to consider whether, and in what circum- 
stances, procurement should be used as an instrument to bargain for better 
performance. 

The conclusion reached is that consideration might reasonably be 
given to employing government procurement policy to increase Canadian 
ownership and control, provided that it were done on a selective basis. 
This might be the case in industries where industrial development strategy 
suggested that Canadian ownership and control were desirable, where 
government purchasing was sufficiently large in that sector to have a 
significant impact on its pattern of ownership—and if the degree of dis- 
crimination were not excessive. With these exceptions, however, discrimination 
in favour of a Canadian controlled firm seems appropriate as a general rule 
only where all other aspects of competing bids are equal. If some form of 
quantitative preference were given to Canadian controlled firms in all 
cases, the cost would likely be unduly high. 


THE AIMS OF PROCUREMENT POLICY 


The primary function of a procurement policy should be to obtain the 
best value for money spent. This involves identifying reliable sources, secur- 
ing the lowest possible price subject to reasonable assurances in respect of 
quality, delivery and service, and performing these functions with the lowest 
feasible administrative cost. 

For certain kinds of uniform mass-produced items which are readily 
available from alternative sources, this essentially may means obtaining the 
lowest possible price through competitive tender. For other more complex 
products, such as the purchase of a sophisticated new weapons system, there 
is the need for much greater discretion as numerous factors must be taken 
into account, including performance characteristics, costs, date of delivery, 
security of supply, and so on. Notwithstanding these additional complexities, 
it can again be argued that the function of the procurement agency should 
be to minimize the price in relation to the likelihood of the product meeting 
the objectives of the user department or agency. 

Substantial deviations from these principles involve several risks. They 
leave open the possibility that in the pursuit of other government objectives, 
the needs of the user department may not be satisfied fully. Secondly, they 

‘may also mean sharply increased costs to the federal treasury and taxpayer 
as a consequence of a reduction in the cost-consciousness of the buyer. 
Thirdly, as the criteria for procurement become more diverse and compli- 
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cated, the discretion of the procurement agency may be so widened that it 
becomes too difficult to develop objective standards for evaluating contracts 
awarded by the buying agency. 

On the other hand, government purchasing can, in practice, either com- 
plement or conflict with other government policies or programmes. If pro- 
curement policy were to ignore entirely this fact, decisions taken could be 
very costly when account is taken of all relevant factors. In taking into 
account other government objectives, however, policy on procurement should 
aim to be as precise as possible, and to quantify wherever possible, so that 
the risks noted above are minimized. If this is not done, the job of the 
procurement agency becomes much too complex. 


PREFERENCES FOR CANADIAN FIRMS 


Notwithstanding the arguments in favour of a “best-value-for-dollar- 
spent” approach to procurement, the present government purchasing system, 
in fact, contains exceptions to this method to meet other government 
objectives. For instance, because of government concern about the level of 
employment, preference for Canadian content may be given through pro- 
cedures governing source of supplies both in the cost of government depart- 
ments and certain Crown corporations. The procedures are usually estab- 
lished on the basis of administrative rulings, by Treasury Board in some 
cases, but more usually by the operating department or Crown corporation. 
Normally, an effort is made to obtain a sufficient number of bids to establish 
“competition”, but an upper limit on the number of bids may also be set to 
reduce time required to evaluate them. As a generalization, in cases where 
goods are easily specified and available from a number of sources, buying 
agencies will purchase by soliciting all those firms which have expressed an 
interest in bidding on the particular item required. The other end of the 
“sourcing” spectrum is the case where there is only one supplier who can 
meet the specification for the merchandise in the required time frame. In 
buying custom-built equipment or equipment having a high engineering 
content or high technical risk, it is common practice to solicit bids selectively 
from five or six firms based on an analysis of the equipment required and 
of the qualifications of the individual firms in terms of management, engineer- 
ing, production, quality control and service. 

Federal departments and Crown corporations normally restrict their 
purchasing to Canadian sources where this is reasonably possible. Such 
sources may simply be a sales agent representing a foreign manufacturer. 
However, even in these cases, the agent may also provide technical services 
or repair and overhaul facilities if the type of equipment being purchased 
requires such “after sales service”. If it appears that there will be a large 
volume of business available in the future for particular imported items or 
types of items, departments have traditionally encouraged increasing degrees 
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of manufacture in Canada as business volume grows. This approach, in the 
context of the industrial development and defence strategies of that period, 
explains a large part of the growth of the Canadian electronics and aircraft 
industry during the 1950's. 

In addition to sourcing in Canada wherever practicable, departments 
use Canadian labour and materials wherever possible, subject to the quali- 
fications that no more than ten per cent premium should be paid for Cana- 
dian content. The Canadian labour and materials clause is in the standard 
form for government construction contracts. The prohibition is only against 
exceeding a ten per cent premium without Treasury Board approval. It is 
not explicitly an order to spend up to ten per cent more whenever this will 
increase Canadian content. And in some cases where foreign bids have been 
allowed by departments, despite the allowance and any tariffs applying to 
imported goods, Canadian controlled firms have been unable to secure the 
contract. 

Aside from the ten per cent allowance and sourcing preference, other 
considerations at times also influence procurement. One of these considera- 
tions relates to the need to maintain an essential defence base in support of 
the Canadian Forces. Other considerations relate to specific commodities, 
such as coal, which, from time to time have been protected in support of 
national goals. 

In general, there have been very few explicit conditions placed on 
Crown corporations to bias their procurement policy toward Canadian 
suppliers. The ten per cent clause has had even less effect on the corpora- 
tions than on the departments, because of their greater degree of independ- 
ence. 


SHOULD PROCUREMENT POLICY DISCRIMINATE IN FAVOUR 
OF CANADIAN CONTROLLED FIRMS? 


While past preferences in procurement have been aimed at Canadian 
content, not country of control, it would be technically feasible to build a 
preference for Canadian controlled firms into government procurement 
policies so long as a clear cut definition of control were provided to the 
administrators of the programme. It might also be necessary to put the onus 
on the firm bidding to demonstrate that it is Canadian controlled, so that 
this task does not fall to the Department of Supply and Services, in as 
much as control can change rapidly, and the administrative task of policing 
all such changes on a day-to-day basis would be enormous. It would also 
be necessary for wholesalers who supply the government to demonstrate 
that the products they are providing are from Canadian controlled firms. 
The absence of satisfactory evidence would not, of course, render a firm 
ineligible to supply—it would simply deprive it of the preference given to 
_ Canadian controlled firms. 

While preferences could be given in favour of Canadian controlled 
firms, the question would still remain as to whether this would be an 
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effective instrument for increasing the degree of Canadian control in the 
economy. If the preference were absolute—that is, if foreign controlled firms 
were not permitted to bid—discrimination would be effective if the industry 
were at all reliant upon government contracts. But in many instances the 
price would be enormous. To take an extreme illustration, if the government 
were to insist today that all future purchases of aircraft by the Canadian 
Forces and Air Canada be from firms which are Canadian controlled, this 
would in turn necessitate the establishment of a Canadian controlled, capital 
intensive, technically advanced industry with the kind of Capacity that does 
not now exist in Canada. For the indefinite future, this could require 
hundreds of millions of dollars of annual subsidies to meet the Canadian 
ownership and control objective. 

Leaving aside this extreme case, the first realistic policy alternative 
which could be considered is whether there should be a generalized pre- 
ference in Canadian government and Crown corporation procurement 
policy in favour of Canadian controlled firms. This might, in effect, provide 
for a ten per cent or greater preference for Canadian controlled firms over 
and above that which is now given for Canadian material and labour; that 
is, the directive that no more than a ten per cent cost penalty should be 
accepted for Canadian labour and materials would be modified to allow for 
up to an additional ten per cent cushion if the firm were Canadian controlled. 
This would enable Canadian controlled firms to be as much as 
twenty per cent above foreign bidders. This approach could be integrated 
into a one-step formula including labour, content and control. 

Such discrimination would compel the government to pay higher prices 
for goods and services in many more instances than is now the case. More- 
over, with such a general rule, it would be very difficult to predict the total 
annual cost to the Treasury, though it is more likely to be in the tens of 
millions rather than hundreds of millions of dollars. 

It would also be difficult to predict the influence of such a proposal 
on the degree of foreign control. Clearly, however, if it were only to increase 
federal costs by $20 or $30 million, it would not lead to a very profound 
increase in the overall level of Canadian control in the economy, although 
it could contribute to the viability of some Canadian controlled firms. 

A more cautious approach might nonetheless be worth considering. In 
addition to the idea of selective discrimination, which is outlined below, it 
would be possible to allow for discrimination in favour of Canadian con- 
trolled firms where all other aspects of a bid are equal. This would apply 
most readily to undifferentiated products, where the possibility of very close 
bids is not unrealistic. 

While preference for Canadian controlled firms would be possible when 
bids are otherwise identical, this is not likely to have an important impact. 
On the other hand, this could be supplemented by a selective discrimina- 
tion of a more substantive nature. There are several arguments that can be 
advanced in favour of this procedure. 
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In some cases, it may be that the imported merchandise or the 
merchandise manufactured by Canadian subsidiaries of foreign companies 
is not suitably designed for Canadian needs, as foreign firms do their research 
and innovation in another environment and may not take into sufficient 
account the Canadian situation. If Canadian needs were not likely to be 
satisfied, then this could constitute an argument for the government, at 
least initially, to subsidize Canadian controlled firms through procurement 
preference to give support to the development of a particular industry in 
this country under Canadian control. 

Any step to provide a preference for Canadian controlled firms should 
only be considered against the backround of the government’s industrial 
development strategy and its policy towards a particular sector. If the sector 
in question were one with good growth prospects and in which Canada 
could achieve the economies of scale, then this might well be a situation in 
which national industrial policy would favour Canadian development. It 
might also favour granting a preference for Canadian control to minimize 
the possibility of truncation and blunting of the entrepreneurial and innova- 
tive thrust. Even in this situation, however, some limit would have to be put 
on the amount of subsidy which would be tolerated. 

If distictive Canadian needs and other factors relating to industrial 
strategy supported the provision of a degree of procurement preference, it 
would still be necessary to consider whether preferences for Canadian con- 
trolled firms would likely change the ownership pattern in that sector. 
Clearly, the major variable here is the leverage which the government has 
on the sector. If it depends on government contracts for a substantial degree 
of its output, then obviously a preference for Canadian controlled firms 
would open the possibility of allowing such firms to grow more rapidly than 
the foreign controlled firms. If such leverage were available, then little 
signifiant impact could be expected. 

The main factors to be taken into account in determining whether 
procurement preferences are rational thus include: the government’s indus- 
trial development strategy; the leverage the government has on the sector, 
the need to be able to measure the amount of subsidy. 


SPECIFIC INDUSTRIES 


Set out below are data on four industries in which the government 
and/or Crown corporations are particularly large customers. They are: air- 
craft, communications, railroad rolling stock and scientific and professional 
equipment. While the shipbuilding industry is not one for which data are 
readily available, the government and Crown corporations are also partic- 
ularly important buyers of its production. 

The data below, showing government procurement from these indus- 
tries, are not precise, but they do indicate rough orders of magnitude. 
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Aircraft Industry 


By the end of 1969, Air Canada had made further payments of $81.6 
million against orders, opinions or delivery positions for acquisitions of prop- 
erty and equipment. Major contractors here are Douglas, Boeing and Lock- 
heed. 

The total procurement figure in Table 48 is used as an indication of 
leverage. It includes imports as well as domestic expenditure. 


TABLE 48 
AIRCRAFT AND PARTS PROCUREMENT 


A (1) (2) 
Value of 
Shipments— 
1967 Procurement Canada (1) as % of (2) 
$ $ 
PNT Tg CAN AG A reeset ties ee tea ee aco 8 116,460,000 
YS Siler onsets aes shai ee 413,090,000 
TTA pee a tei rues cats castehessiaserteeicen 572,300 
530,122,300 610,210,000 87 
1968 
JN (CHLTEYGR) eRe ee neeene oR nee eee 134,370,000 
DSS ete eg en eee OOD 189,475,000 
STAR ee ig bisection. Sa-cpamnrtene tetra eeh 859,400 
324,704,400 674,549 ,000 48 
1969 
Nita Gana cia petercet an co tee 118,080,000 
1D) SS Rare es er le ce ae 265,411,000 
(CURD Ye 0 seat oor see ae eee ae 2,688,700 
386,179,700 621,291,000 62 


+Department of Supply and Services. 
tCanadian International Development Agency. 


Communications Industry 


Procurement in this field by the Department of Supply and Services 
(Dss) has ranged from 20 to 25 per cent of the value of shipments over 
the last four years, with the proportion being on a declining trend. Using 
most recent available data available for other government buyers, one can add 
to Dss procurement for 1969 as shown in Table 49. 
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TABLE 49 
COMMUNICATIONS EQUIPMENT PROCUREMENT 


Buyer Amount Year 
$ 
DS SAA a os TR ee Sa ee on oe ee 129,445,000 1969 
Dept. of Transport (Air Services Programme).....................0.0...... 27,831,000 1968-69 
CNSTeleCOMMAUIINICA TIO 11S eee eee eee ea 20,253,000 1969-70 
CBG Ap Prox) eee tere eee ae i ee ee er 12,000,000 1968-69 
Canadian Overseas Telecommunications Corps (approxs) ee 10,000,000 1969-70 
AG) Pate ae ce Na Ani ae lis oa, aes) Rea OE toe 199,529,000 


In 1969 the value of shipments figure for Canada was $657,879,000. 
The above total for five major government buyers therefore represents 
thirty per cent of the industry output. Since there may be additional govern- 
ment procurement in this field which is not identified here, the proportion 


could be somewhat higher. 


Railroad Rolling Stock Industry 


This classification outlined in Table 50, combines locomotives with all 


of the various types of railroad cars. 


TABLE 50 
RAILROAD ROLLING STOCK PROCUREMENT 


(1) (2) 
Value of 
Shipments— 
1967 Procurement Canada (1) as % of (2) 
$ $ 
COIN Ree erecta eaten Dee ae eee ew 81,570,000 
CIDA Ee SS ee eeet ie Seen Stee 11,055,000 
92,625,000 182,649,000 sy! 
1968 
CN RG eee See ee, er 71,250,000 
CUDA ir A ar aren tee es OR cae Cs, en Nl 6,500,000 
77,750,000 159,450,000 49 
1969 
CNR i ros 04h See ee 52,910,000 
GID At. Seer oe. ee ee, Cees ae 9,700,000 
62,610,000 170,622,000 37 
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Scientific and Professional Equipment 


Department of Supply and Services procurement in this field has ranged 
from four to sixteen per cent of the value of shipments over the last four 
years, with the trend declining. 

Although percentages here are not high, the inclusion of other govern- 
ment buyers would probably raise these figures somewhat. These might in- 
clude Atomic Energy Canada Limited, Polymer Corporation and the De- 
partments of Energy, Mines and Resources, and National Health and 
Welfare. At present, however, detailed breakdowns are not available to 
permit an estimate of their impact in this one area. Nonetheless, the highly 
specialized nature of the present industry and its potential for rapid growth 
increases the significance of the above figures in Table 51. 


TABLE 51 


SCIENTIFIC AND PROFESSIONAL EQUIPMENT PROCUREMENT 


(1) (2) 


Value of 
Shipments— 
1967 Procurement Canada (1) as % of (2) 
$ $ 
Ss AE a oi, ete | lh aeoat 37,889,000 
SCG: (Sree Sr ee et 4,650,000 
42,539,000 315,209,000 13.5 
1968 
[DAIS oly tome ee 21,669,000 
PIROMES(:) Wi@iesnia: hw) wie) Ae. « 2,720,000 
24,389,000 349 , 821,000 7.0 


TNational Research Council. 


PROCUREMENT AS A LEVER IN BARGAINING FOR PERFORMANCE 


Foreign control is high in many industries where government leverage 
is great, such as aircraft and communications equipment. Therefore, in 
many industries there will be no viable Canadian controlled firm to bid for 
a large government contract. The question arises whether government pro- 
curement should be used, at least informally, to push for better performance 
by such industries in Canada. This procedure has, in fact, been adopted 
from time to time in the past. 
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In general, there appear to be few arguments against this approach, 
provided it is focused on large contracts so that procurement officers are 
not required to engage in bargaining about general corporate performance 
on routine contracts. Where large contracts are at issue, it seems reasonable 
—given the wide mix of government objectives—for the government agency 
awarding the contract to notify both the other government departments 
most interested, including the review agency—if one is established—in order 
to determine if the contract award may offer the possibility of better per- 
formance from the foreign controlled firm. This might take the form of 
increased rationalization, removal of export restrictions, or greater procure- 
ment of components and services in Canada. 


CONCLUSIONS 


There is some precedent for Crown corporations and departments 
using procurement to achieve goals of national policy that go beyond those 
directly related to the obgectives of the buying agency. 

Secondly, the need for the government to purchase within some 
reasonable financial limits reduces the potential effectiveness of the pro- 
curement tool for reducing the degree of foreign control. It would also be 
necessary to consider reimbursing user departments and/or Crown corpora- 
tion budgets from general government revenue, to the extent that preferences 
are applied in order that their budgeted expenditures would not be artificially 
distorted. Such reimbursement would most likely be required in the case of 
Crown corporations. Current “responsibility accounting” policies now being 
introduced into the management levels of departments also strengthen the 
argument for such compensation in this area as well. 

Thirdly, a generalized procurement preference for Canadian controlled 
firms is possible. However, such a shotgun approach could be costly in rela- 
tion to the return likely to be obtained from it in terms of increased Cana- 
dian ownership, unless restricted to a preference only when all other aspects 
of a bid are identical. 

Fourthly, there are sectors of the Canadian economy which are in- 
fluenced significantly by federal government procurement. The sectors where 
government procurement is large and might conceivably provide a lever are: 
shipbuilding and repair; aircraft and parts; some communications equipment; 
railroad rolling stock; and scientific and professional equipment. These sectors 
are largely foreign controlled at the moment, but over time some discrimina- 
tion in favour of Canadian controlled firms in procurement might strengthen 
Canadian capacities in at least some of the sub-sectors involved. 

A task connected with the further development of government industrial 
policies could be the pinpointings, within these sectors, of which industries 
might be given the benefit of preference for Canadian controlled firms to best 
advantage. 
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A review agency could be advised of large procurement contracts which 
are awarded to foreign controlled firms, together with other government 
departments most interested. Particularly if a review agency were given 
authority to review aspects of existing foreign investment in Canada, con- 
sideration could be given to use of procurement as a device for obtaining 
better performance. 


GRANT AND LOAN PROGRAMMES 


INTRODUCTION 


The purpose of this section is to outline how Canadian government 
grants, loans, and insurance of loans, are awarded as between Canadian and 
non-resident controlled firms; to consider the possibility of restricting the 
grants, loans and loan insurance to Canadian controlled firms as a technique 
of increasing Canadian control in the economy; and to consider whether such 
grants and loans can be used as a lever for insisting on performance under- 
takings by foreign controlled firms, similar to that suggested for the review 
process. 

It is evident that foreign controlled firms benefit substantially from 
most of these programmes. A balance of various considerations suggests that 
in cases where fairly specific government objectives exist (such as assisting 
regional expansion and promoting industrial research and innovation), it 
would not be advisable to restrict grants to Canadian controlled firms be- 
cause this would reduce the benefit-to-cost ratio of these programmes. How- 
ever, one could consider using these grants or loans as a means of trying 
to persuade foreign controlled firms to undertake or augment the kinds of 
activity which would improve Canadian industrial performance. 

Where the funds of the institution or programme are less closely tied 
to fairly narrow and specific government objectives, such as those of the 
Industrial Development Bank or the General Adjustment Assistance Pro- 
gramme, it appears more feasible to consider granting a preference in favour 
of Canadian controlled firms without seriously jeopardizing the achievement 
of the policy objectives involved. This would help to overcome gaps in the 
capital markets which adversely affect Canadian controlled firms and to 
achieve greater industrial efficiency. 

The programmes treated here are those which are administered by 
the Departments of Industry, Trade and Commerce and Regional Economic 
Expansion and the Bank of Canada. They are: The Industrial Research and 
Development Incentives Act (IRDIA); the Programme for the Advancement 
of Industrial Technology (paiT); the Defence Industry Productivity Pro- 
gramme (DIP); the Shipbuilding Assistance Programme; the General Ad- 
justment Assistance Programme (GAAP); loans by the Industrial Development 
Bank (1DB), and regional incentives grants. 
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THE INDUSTRIAL RESEARCH AND 
DEVELOPMENT INCENTIVES ACT (IRDIA) 


The primary objective of this Act is to induce Canadian corporations to 
expand scientific research and development likely to result in economic 
benefit to Canada. Assistance is provided in the form of tax-free, cash grants. 
Grants are provided for up to 25 per cent of capital expenditures. Grants 
provided for current costs amount to 25 per cent of the increase of eligible 
current expenditures made by the applicant in Canada over the average 
of such expenditures in a base period consisting of the immediately preceding 
five years. 

Corporations applying for grants must certify that they are free to 
exploit the results of all such scientific research and development in Canada 
and in all export markets. Where this is not permitted by parent firms, 
they must state the countries to which they are not free to export. (In prac- 
tice, unless at least half of the potential world markets are accessible, the 
grant is not given. ) 

Canadian controlled firms received about 55 per cent of the monies 
allocated in the three fiscal years 1967-68 to 1969-70 inclusive. 


TABLE 52 
IRDIA GRANTS BY COUNTRY OF CONTROL 


(thousands of dollars) 


1967-68 1968-69 1969-70 1970-71 


Non-resident owned or controlled firms...... 976.6 3 Sv. I 9,690.4 19822 17. 
Canadian owned or controlled firms......: bin 975.4 10,773.6 12,400.1 24,149.1 
Ownership unknown....... ail eA Sessa tot 17953 264.0 909.5 1h SY b5 

1 Wo) 02 beet so De Ae PNR ae Acie Ss, peg or 2relsilens 19,592.3 23,000.0 44,723 .6 


In the fiscal year 1970-1971, $30 million was allocated to this program- 
me. This is less than the amount in the 1969-70 estimates of $37 million, 
apparently due to the substantial under-utilization of the $37 million pro- 
vided in 1969-70. 


PROGRAMME FOR THE ADVANCEMENT OF 
INDUSTRIAL TECHNOLOGY (PAIT) 


The basic purpose of PAIT is to promote the growth and efficiency of 
industry in Canada by providing financial assistance for selected projects 
concerned with the development of new or improved products and processes 
which incorporate new technology and offer good prospects for commercial 
exploitation in domestic and international markets. 
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The programme is administered on a selective basis, having regard to 
evolving government strategy for industrial development in such matters as 
specialization and consolidation of product lines. Eligible projects often 
represent a commitment by an operating company to a promising new prod- 
uct line for which there is an expanding domestic and international market 
and for which the company will have the technical, financial, managerial, 
and marketing capability to achieve its stated objectives. Applicants are not 
automatically entitled to PAIT assistance. 

As a rule, the Department of Industry, Trade and Commerce will con- 
tribute on a grant basis up to fifty per cent of the total estimated costs of 
approved development projects, although in some cases the Department may 
contribute over fifty per cent. 

A PAIT applicant company undertakes that the product or process 
resulting from the project will be produced or used by the company in 
Canada and that it will, within a reasonable period of time, exploit the 
results in accordance with sound industrial practice. 

The major restriction imposed on the applicant company is the require- 
ment not to transfer technical data or inventions (whether or not patented), 
methods and processes resulting from the project to any other government 
or to any person or firm outside of Canada for the purposes of production, 
without prior government consent. 

For the fiscal year 1970-71, estimates for the programme were estab- 
lished at $15.5 million, substantially above the level of expenditure in the 
previous year. In the past, pAIT funds have been awarded to Canadian and 
foreign controlled firms in approximately the proportions indicated in 
Table 53. 


TABLE 53 
PAI) INCENTIVES BY COUNTRY OF CONTROL 


1965-66 1966-67 1967-68 1968-69 1969-70 Total 


$000 $000 $000 $000 $000 $000 
Canadian owned or controlled 
{TH DED TS, Seek Ais Siti ARR, EPs treet 47 20P 1 596.3" 82.0156 mel POMS 2642008 LIP 20329 
Non-resident owned or controlled 
FE TITA SIR Rei Dinas Mats A ons 28 lee OOo a aso 498> 903.0 2,005.0 9,738.2 
TOtals ie wetin tee ee 428.2 4,596.0 6,355.9 4,304.0 5,269.0 20,962.1 


CONCLUSION REGARDING PAIT AND IRDIA GRANTS 


“Benefit to Canada” provisions are included in the PAIT and IRDIA 
programmes. These seem essential if grants to foreign controlled firms are 
not to redound primarily to the benefit of foreign parents and foreign 
countries. 
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The aim of these grants is to help stimulate research and innovation. 
They thus provide a lever to help subsidiaries of foreign firms to rationalize 
and to specialize in particular products for world markets. This is consistent 
with Canada’s present industrial development objectives. 

If non-resident controlled firms were not eligible for IRDIA and PAIT 
grants, certain national economic policy objectives relating to the over-all 
promotion of research, development and innovation would presumably be 
sacrificed. The same reasoning applies to any proposal that non-resident 
controlled firms ought to receive a lower grant than Canadian controlled 
firms. Hence it is not suggested that these grants be restricted to Canadian 
controlled firms. 

On the other hand, the government might wish to consider whether the 
awarding of these grants provides an opportunity for getting more from the 
firms in the way of performance in Canada than the programmes themselves 
now require. However, no firm rules can be suggested on this matter as this 
is very much a situation which will vary from one case to the next. 


DEFENCE INDUSTRY PRODUCTIVITY PROGRAMME (DIP) 


The objective of pip is to develop and to sustain the technological 
capability of Canadian industry for the purpose of defence export sales or 
civil export sales arising from that capability. 

Such industrial capability is a means toward four main goals, two of 
which relate directly to national defence: to minimize cost of acquisition 
of equipment for the Department of National Defence (DND) by making it 
possible to develop a yardstick of cost for purchases which must be made 
abroad to achieve competitive prices; to retain in Canada defence industrial 
capability for use by DND in servicing and maintaining its advanced equip- 
ment; to ensure maximum industrial benefit from the advanced technology 
and management techniques inherent in defence equipment research, develop- 
ment and production (by making possible competitive participation in 
foreign markets); and to support cooperative programmes with our allies in 
military research, development and production (such as the production 
sharing programme with the United States). 

To be eligible, companies must belong to the Canadian defence industry. 
Assistance under this programme includes product research, development, 
test and evaluation, and product and process innovation; tooling, manufacture 
of prototypes, sample batches and all other non-capital cost activities asso- 
ciated with the establishment and qualification of a production source; ad- 
vanced manufacturing equipment; test and quality control facilities; and data 
handling equipment. Government assistance is provided through a shared-cost 
contract. The ratios for the sharing of total approved costs of individual 
projects can vary widely, depending upon various factors—including the 
number of participants in the project. In some cases, Costs may be shared 
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by the Canadian government, a company and one or more allied govern- 
ments. Generally speaking, however, the government matches the company’s 
contribution. Up until 1969, the government share amounted to approxi- 
mately fifty per cent of the total costs of all development projects under this 
programme. 

The Defence Industry Productivity Programme came into effect in May, 
1968, replacing two predecessor programmes—the Defence Development 
Sharing Programme (DDsP) and the Industry Modernization for Defence 
Export Programme (IMDEP). The figures below in Table 54 cover the 
three programmes for the period 1964-5 to 1969-70. For 1970-71, estimated 
expenditures for DIP were estimated at $60 million. 


TABLE 54 
DEFENCE PROGRAMME GRANTS BY COUNTRY OF CONTROL 


Number of Firms Benefiting Amount $000 
Non- Non- 
Programme Canadian Resident Canadian Resident 
VED E Pee rier 50 38 5,659.7 15,356.9 
DDSP ee ee 23 29 Wa382e0 62,045 .9 
JDJ WE. betes kettle ain as 62 47 5) Stina? 26,060.8 
PO tALSR alors cet. eek. sk. 97T 64T 16,570.4 103, 463.6 


{Net number of firms benefiting; i.e., some firms benefited under more than one programme. 


This programme is in large part based on the need to have an industrial 
defence capability in Canada, the closeness of Canada’s defence relations 
with the United States, and the desirability of keeping Canadian trade in 
defence products in or near balance. In practice, it is also supported heavily 
because of a belief that there is much beneficial “spin-off” for civilian industry 
from this kind of activity and that the cost-benefit ratio (sales generated 
in relation to grants paid) is very high. 

The programme apparently takes careful account of the ability of the 
recipient to penetrate export markets and to acquire its inputs in Canada. 
Given the extent to which the Canadian defence industry is already controlled 
from abroad, and the government’s defence policy, it is difficult to see how 
this programme could be used as a lever to achieve additional Canadian 
ownership aims without serious cost in respect of these other objectives. 

On the other hand, consideration could be given to the award of a 
DIP grant, as in the case of PAIT or IRDIA, as a lever for bargaining for per- 
formance undertakings from foreign controlled firms. 
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REGIONAL DEVELOPMENT INCENTIVES ACT 


The Regional Development Incentives Act became effective on July 
1, 1969. Under its provisions, authority was provided for the Minister of 
Regional Economic Expansion to authorize payment of development in- 
centives to assist in the establishment of a new facility or the expansion or 
modernization of an existing facility in a designated region. 

Primary development incentives could be authorized based upon the ap- 
proved capital costs of establishing, expanding or modernizing a facility up 
to a maximum of twenty per cent of those approved capital costs or $6 
million, whichever is the lesser amount. 

Secondary development incentives could be authorized based on the 
approved capital costs of establishing or expanding a facility and on the 
number of jobs created directly in the operation up to a maximum of 
five per cent of those capital costs, plus $5,000 for each job created directly 
in the operation. 

Primary and secondary development incentives combined may not exceed: 


(i) $30,000 for each job created directly in the operation 
(ii) $12 million; or 
(iii) one-half of the capital to be employed in the operation, which- 
ever of the three is the least amount. 


Under amendments to the Act passed in 1971, a number of changes were 
made. The $12 million ceiling was removed, Montreal was designated as a 
special area and it was provided that grants of up to ten per cent of eligible 
capital cost (plus $2,000 per new job created) could be made there. In- 
creases were also provided for the Atlantic region, so that the differential 
between Montreal and that area did not change. Finally commercial facili- 
ties, such as hotels, were made’ eligible to receive loans. 

The 1971-72 budgetary expenditures for industrial incentives were set 
at roughly $120 million and provision was made for an additional $6 million 
in non-budgetary loans. The breakdown between past grants to Canadian 
and non-Canadian controlled firms is not yet fully available. However, there 
is no obvious reason to believe that it differs much from the past regional 
development programmes, for which the breakdown has been very roughly 
as shown in Table 55. 


TABLE 55 
REGIONAL GRANTS BY COUNTRY OF CONTROL 


Firms 50% Firms less 
and Over than SOY, 
Non-Resident Non-Resident Ownership 


Owned Owned Unknown 
INumberofiGrantsece... es eee 73 193 402 
Estimated Amount of Incentives ($000’s)......... 91,521 39,814 92,856 
Disbursement at December 31, 1969 ($000’s).. 36,420 16,671 20,369 
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From the above, it is apparent that probably half or more of the grants 
under this programme go to foreign controlled firms. 

One of the main principles behind this programme is that the grant 
should compensate firms establishing in regions of slow growth for a pro- 
portion of the additional costs which they incur in locating in such an area. 
In some cases, the grant will be sufficient to affect the firm’s location de- 
cision; in other cases it will not be adequate and the firm will locate else- 
where. Accordingly, making regional incentive grants conditional upon Cana- 
dian control could in some cases lead to the foreign firm locating in Canada, 
but outside the designated area. The result of such an action would then 
simply be to hamper seriously the achievement of the programme objectives 
of the Regional Development Incentives Act. Thus, it is not suggested that 
regional grants be restricted to Canadian controlled firms. 

Similarly, requiring certain forms of behaviour (e.g., in respect of 
rationalization, exports, sourcing and Research and Development from firms 
accepting grants would likely decrease the attractiveness of the grant. Ac- 
cordingly, it is difficult to see how the government could use the grant as a 
device for imposing performance requirements on one foreign firm, while 
exempting others not receiving such assistance, without jeopardizing the 
effectiveness of the regional development programme. However, this does 
not mean that some bargaining over performance undertakings could not 
take place in much the same way as it would if a foreign controlled firm 
proposed to invest in a non-designated region. 


SHIPBUILDING ASSISTANCE PROGRAMME 


Under the Shipbuilding Construction Subsidy Regulations, subsidies 
were originally offered to pay 25 per cent of the approved cost of a com- 
mercial vessel built in a Canadian shipyard for a Canadian owner, and 35 
per cent of the approved cost of a fishing trawler built in a Canadian ship- 
yard for a Canadian owner. However, the subsidy rate for commercial 
vessels is being reduced by two per cent yearly, reaching seventeen per cent 
in June, 1972. 

Innovative activities which influence the cost of construction of vessels 
may benefit from this programme. 

Under the programme, 53 Canadian and 8 foreign controlled firms 
received grants between 1965 and 1970. The amount granted to Canadian 
controlled firms was $104 million and to foreign controlled firms $28 mil- 
lion. 

Because of the specific objectives of this programme, including the fact 
that assistance is directed to particular areas having serious employment 
problems, it does not appear feasible to restrict these subsidies to Canadian 
controlled firms at the present time. 

However, consideration might be given to requiring notification of the 
review agency of any grants to foreign controlled firms for purposes of infor- 
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mation. Consideration might also be given to authorizing the Department of 
Industry, Trade and Commerce, to the extent feasible, to use these grants 
to get performance undertakings from foreign controlled recipients. 


GENERAL ADJUSTMENT ASSISTANCE PROGRAMME (GAAP) 


This program was instituted following the Kennedy Round of inter- 
national trade negotiations to assist domestic industry in adjusting to its 
consequences. Assistance was provided to manufacturers to finance the cost 
of restructuring if they were seriously injured, or threatened with serious 
injury, by increased imports resulting from reductions in the Canadian 
tariff as part of the Kennedy Round. Assistance was also available to manu- 
facturers who could not obtain sufficient financing on reasonable terms and 
conditions from commercial sources to capitalize on significant export oppor- 
tunities arising out of those negotiations. Subsequently, the programme was 
expanded to make assistance available to manufacturers of clothing, textiles 
and footwear to help them improve their competitive position or to adapt to 
disruptive competition from abroad. (GAAP was expanded again in Novem- 
ber, 1971, to include firms whose access to external markets was affected 
by the imposition of foreign import surtaxes or other similar actions by 
foreign governments. ) 

There are three types of assistance that have been made available. They 
are: insurance on loans provided by commercial lenders for the restructuring 
manufacturing operations, with the government lender sharing the risk; 
direct loans; and grants for consulting services. 

The insurance provided may be for up to ninety per cent of the amount 
of the loan. The government charges a fee of one per cent on the amount 
insured. In cases of direct loans, the interest rate charged on such loans is 
determined by the General Adjustment Assistance Board within certain 
statutory limits. 

While the benefits of this programme are available to both Canadian 
and foreign controlled firms, in practice a very high proportion of the $30 
million in insured loans thus far provided has been to Canadian controlled 
firms. This is presumably because the foreign controlled firms generally find 
it much easier to obtain their requirements in the capital markets or from 
parent companies, although foreign controlled firms may occasionally seek 
to participate. 

GaAP is concerned with assisting well-managed firms which are unable 
to raise loan funds—either because of a lack of proven earnings records, or 
a lack of substantial fixed assets. It has no ceilings on the amount of insured 
loan it can underwrite for any one firm. 

As the government is an insurer or lender of last resort for most firms 
applying for GAAP assistance, consideration could be given to restricting 
this programme to Canadian controlled firms without significant reduction in 
the benefit-to-cost ratio. 
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Another possibility that could be considered is that this programme be 
developed into a broader generalized instrument to assist in the restructuring 
of existing manufacturing (and possibly service) activities generally, and on 
occasion providing assistance also for the establishment of new firms. This 
could be confined to Canadian controlled enterprises. If reasonably exacting 
standards were demanded of applicant firms, it need not be too expensive, 
since commercial lenders would be providing most of the funds. While such 
a programme might exclude some worthy foreign controlled firms, it is not 
expected that there would be many. 

If a programme of this nature were adopted, it should be consistent 
with the government’s industrial development policy. It might overcome 
what seems to be one less developed area in the financial community—assist- 
ance to entrepreneurial firms, particularly those in the middle range. That 
would include those with needs larger than the Industrial Development Bank 
normally supplies (say $500,000 to $5 million), but smaller than those the 
Canada Development Corporation might normally be expected to assist. 
While basing itself largely on insured loans, it would also have the right to 
loan or invest in equity. The latter option is particularly important for two 
reasons: some firms will not be able to carry the burden of regular interest 
payments in the period following receipt of a loan; secondly, the government 
should have the right to invest in equity where risk is particularly high. 


INDUSTRIAL DEVELOPMENT BANK (IDB) 


The Industrial Development Bank was established in 1944 to encourage 
industrial development by providing capital assistance to sound business 
enterprises in Canada, particularly those of smaller size, which were unable 
for various reasons to obtain financing elsewhere on reasonable terms and 
conditions. Parliament directed the 1DB to be self-supporting. It is obliged 
by the Act to satisfy itself, that credit or other financial resources would not 
otherwise be available on reasonable terms and conditions to the applicant 
enterprise and that the amount invested or to be invested in the enterprise 
by persons other than the IDB, and the character of that investment, are 
such as to afford the Bank reasonable protection. The Act stipulates that 
lending is to be to enterprises which may reasonably be expected to prove 
successful. 

Within these legislative constraints, the 1pB has loaned approximately 
$1.4 billion to some 20,800 small and medium-sized businesses since its 
inception. Over the years, the IDB’s powers and operations have been 
expanded in several ways. Its lending ceiling has been increased and at the 
end of fiscal 1970 was about $750 million. While the Bank’s operations in 
its earlier days were confined mainly to manufacturing firms, its powers 
have been extended to permit it to lend to virtually any type of business 
activity. Beginning with four offices in four major cities, its services have 
been made progressively more directly available to the public. The DB 
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now has 32 branches and two sub-branches across the country under the 
direction of five regional offices. The decisions on more than 95 per cent of 
loan applications are now made at the regional or branch level. 

The 1pB also has authority to guarantee loans and to make equity 
investments. In practice, it has made very little use of these powers. 

In 1970, 3,584 loans were made by the 1s, totalling $164.6 million. 
Of these, by value, over 93 per cent were for amounts of $100,000 and less. 
Almost 50 per cent were for $25,000 and less. The average size of loan 
was $46,000. However, the 1pp does make some loans for more than $1 
million. 

At the end of fiscal 1970, the Industrial Development Bank had over 
$555 million in loans and investments outstanding to 12,283 clients. 

The percentages of loan approvals by type of business between 1968 
and 1970 is shown in Table 56. 


TABLE 56 


IDB LOANS BY CATEGORY, 1967-70 
(percentages ) 


Fiscal 1967 Fiscal 1968 Fiscal 1969 Fiscal 1970 


No. Amount No. Amount No. Amount No. 
Manitacttitit oe er ee eee eee 32 36 29 33 27 34 23 
Transportation and Storage.................... 5 12 4 5 3 5 4 
Construction: ).24: tte. eee 6 4 6 5 6 5 5 
A PUICUICUTE hetero etre ee eee 8 6 8 yf 6 5 if 
Wholesale and Retail Trade.................... 23 19 23 18 24 18 24 
Tourist industry cesses ee 13 11 14 15 18 19 18 
Others: Pee ee Lae nl il 16 17 16 14 19 

100 100 100 100 100 100 100 


According to IDB, only a very small proportion of these loans go to 
foreign controlled firms. 

From the above, it is apparent that the IDB is now a large lender and 
that it plays an important role in the financing of small and medium-sized 
Canadian enterprises. In doing this, it appears to have spread itself across a 
very wide range of business activity. 

In this sense, its commitment to the entrepreneurial and development 
activities, which are of concern in the context of this study, is comparatively 
limited. Although statistics are not available, one area in which IDB activity 
has apparently been comparatively small is the financing of potentially 
profitable but relatively high-risk new manufacturing ventures. Examples 
would be ventures in the manufacturing and marketing of new and relatively 
untried products, particularly where growth in demand for the product is 
stimulated by its availability (again in contrast to GAAP). 


358 


From the viewpoint of protecting and advancing Canada’s international 
competitive position, Canada’s main concern is the manufacturing sector. 
IDB directs about one quarter of its loans to that sector. The other categories 
of business to which 1DB lends money are normally not in competition with 
foreigners to the same extent as is manufacturing, although obviously foreign 
competition is a factor in some cases in the field of agriculture, transportation 
and tourism. It is similarly of interest in this context that the two sectors of 
highest foreign control—natural resources and manufacturing—seem to 
receive less than half the loans. 

At present, almost all 1pB loans are given to Canadian controlled 
firms, although this outcome is not the result of any deliberate policy. Con- 
sideration might be given to restricting IDB assistance to Canadian con- 
trolled firms alone. 

Consideration could also be given to the advisability of having the IDB 
play a more active role in filling the gap for venture capital (perhaps up to 
a maximum of around $1 million) by an amendment to the 1pp Act or 
directive to its management. This would imply an aggressive attitude by the 
IDB in seeking out certain kinds of investments. Such an approach need not 
prejudice its other lending activities. 

Alternatively, consideration could be given to the advisability of 
separating that portion of the 1IDB’s activities dealing with manufacturing 
and rationalize it with the kind of GAAP programme discussed above. The 
objective would be to provide a single instrument for assisting small and 
medium-sized Canadian controlled firms to start up, rationalize and expand— 
subject always to a fairly tough-minded look at applicants, especially from 
the viewpoint of management capability. 


CONCLUSIONS 


Foreign controlled firms receive a large proportion of the grants under 
special purpose programmes in respect of regional development, research 
and product innovation and the defence industries. In general, the government 
has been prepared to expand the value of grants available in each of these 
programmes as it became clear that there were applicants willing to partici- 
pate in them. This suggests that, for the most part, foreign controlled firms 
have not been obtaining grants which would have otherwise gone to Canadian 
controlled firms. If one were to make foreign controlled firms ineligible for 
these grants, the objectives these programmes are intended to meet would be 
less well satisfied. However, consideration could be given to the advisability 
of having the review agency informed of all government grants and loans to 
foreign controlled firms. In addition, when grants are awarded to foreign 
controlled firms in the context of any programme, consideration might be 
given to having the department concerned—in consultation with a review 
agency and other immediately interested departments—determine whether 
the occasion provides an opportunity for bargaining for performance under- 
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takings, such as the removal of restrictions on exports or increasing procure- 
ment in Canada. This could be reflected in a general guidline to depart- 
ments, but could not be set out in precise formalized rules because circum- 
stances will vary sharply from one case to another. 

Finally, GAAP and 1Dp, either rationalized into a single government 
industrial development agency or remaining separate, could be given part of 
the task of filling the need for venture capital and expansion capital. This 
would involve a new role for the IDB in respect of venture capital and a 
general mandate for the GaaP to work actively at restructuring and upgrading 
medium-sized Canadian controlled firms, within the framework of govern- 
ment industrial development policy. 


TAX” POLICY 


A further technique which might be used to achieve the aims of policies 
considered in this study is that of tax incentives. 

The two issues to be considered in this context are, firstly, whether the 
tax system should be used to increase Canadian ownership and control and, 
secondly, whether the tax system should be used to increase the net benefits 
available from foreign direct investment. 


TAX BIAS FOR CANADIAN CONTROLLED FIRMS OR 
CANADIAN INVESTMENT 


The tax system could be used to increase Canadian ownership and 
control in two ways. Profits earned by Canadian controlled firms could be 
taxed at a lower rate than profits of foreign controlled firms. Profits earned 
by foreign controlled firms having significant Canadian ownership, or which 
have entered into a venture with a Canadian partner, could also be taxed at a 
lower rate. Alternatively, Canadians could be accorded more favourable tax 
treatment on Canadian investment income than that accorded to foreigners 
on the same kind of income. Another and less direct technique involves 
according more favourable tax treatment to Canadian residents on income 
from investments in Canada than they would incur on foreign income. This 
would encourage Canadian savings to remain in Canada, thus increasing the 
funds available for Canadian enterprise and increase the capacities of 
Canada’s capital markets and entrepreneurs to meet Canadian investment 
needs. 

The previous tax system and the new tax legislation provide some 
preferences. Several provisions are of particular interest. 

Under the old law, Canadians were not liable for tax on capital gains, 
although a taxpayer resident in the United States would have paid tax in his 
own country on capital gains made on assets in Canada; a dividend tax credit 
was granted on dividends from Canadian corporations (without regard to the 
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location of control of that corporation); the first $35,000 of taxable income 
of all corporations was taxed at a lower rate (regardless of control and of 
total taxable income); and withholding taxes on investment income paid to 
non-residents was five per cent lower for corporations having a degree of 
Canadian ownership. In addition, the income of pension funds from foreign 
sources could not exceed ten per cent of its income to maintain its tax-free 
status. 

The introduction of a capital gains tax as part of the recent reform of 
taxation necessarily removes one form of encouragement of investment in 
Canada. Several other provisions, however, continue to favour Canadian 
investment and Canadian controlled firms, although on a somewhat dif- 
ferent basis. The dividend tax credit on dividends paid by Canadian cor- 
porations remains in effect (still without regard to the location of con- 
trol); the small business incentive is retained, but available only to Cana- 
dian controlled private corporations and must be repaid if the firm is 
transferred to non-Canadian control, thus directly favouring Canadian 
controlled corporations; withholding taxes on investment income paid to 
non-residents continues to be five per cent lower for corporations having a 
degree of Canadian ownership; and pension funds must retain ninety per 
cent of their assets in Canada to avoid paying a special tax of one per cent 
per month, thus providing a greater incentive to these institutions to use 
their very large volume of Canadian savings to meet Canadian investment 
needs (again regardless of the location of control, but hopefully to the 
benefit of Canadian controlled business). In addition, Canadian corpora- 
tions are able to deduct as an expense the interest paid on funds borrowed 
to finance the purchase of shares in other corporations (a capacity which 
United States corporations have had under United States law for some years). 
Federal estate taxes have also been eliminated, thus potentially reducing 
the pressure alleged to have existed in the past to sell private Canadian 
corporations—often to foreign interests—in order to raise funds for pay- 
ment of these taxes (although capital gains taxes are now payable on 
death). f 

The small business incentive favours Canadian controlled firms and the 
interest deductibility on funds borrowed for the purchase of shares also en- 
courages the maintenance of Canadian control. The retention of the five per 
cent withholding tax differential may tend to favour some minority Canadian 
ownership. The remaining provisions concentrate on encouraging the retention 
of Canadian savings in Canada. 

To some extent, tax incentives favouring domestic investment may be 
necessary or desirable to offset other tax factors which provide a bias in favour 
of investment abroad. For example, foreign mutual funds may provide a vehi- 
cle by which a resident investor is able to: postpone tax (by arranging to have 
income accumulate abroad); avoid or reduce tax (by arranging for the in- 
come to be received as a capital gains); and evade tax (by the relative ease 
in which the income can be hidden). 
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In the same way, a fiscal incentive which favours Canadian controlled 
firms may be necessary to offset tax advantages enjoyed by foreign producers 
with whom they must compete in both the domestic and international markets. 

To the extent that incentives for dornestic investment or domestic com- 
panies offset other foreign tax factors, they can be justified on grounds of 
fiscal neutrality. However, incentives which go beyond this objective are, by 
their very nature, economically arbitrary. To that extent, they can be justified 
only on grounds other than those of tax policies as such. Incentives which are 
arbitrary in this sense not only tend to distort investment decisions, but also 
can involve a significant loss of government revenues. In addition, to the 
extent that an incentive for one person implies discrimination against another, 
it invites retaliation of one form or another, from foreign governments—a fact 
which could neutralize its intended impact. 

If foreign controlled firms are able, by virtue of their market strength, 
to pass on higher taxes they are required to pay to the Canadian consumer, 
then the objective of imposing a higher tax burden on such firms may not be 
achieved. Furthermore, foreign investment can have several advantages, and 
these ought not to be the objective of Canadian policy to deny these to 
Canada. Also, different circumstances demand different treatment of foreign 
investment. A general tax bias would not permit these considerations to be 
taken into account. 

It was observed earlier that total Canadian savings may be adequate 
to satisfy Canadian investment needs. Nevertheless a significant two-way flow 
of investment occurs between Canada and other countries. It is possible to 
use the tax system to provide various incentives aimed at retaining a greater 
proportion of Canadian savings in Canada in order to displace foreign 
investment and strengthen the capacity of Canadian financial markets to 
support Canadian business—particularly Canadian controlled business, which 
is most directly dependent on Canadian financial resources and institutions. 

The essential question at issue here is whether it would be appropriate 
to structure the tax system so that Canadian savings would be prevented or 
discouraged from leaving the country for portfolio investment abroad, for 
example, by taxing Canadian residents less on earnings drawn from Canadian 
investments than on earnings drawn from investments made outside Canada. 
As noted previously, both the former and new tax systems provide some 
incentives for domestic investment, particularly with regard to pensions funds. 

Despite the present incentives, however, it is clear that Canadian in- 
dividuals and institutions will continue to invest abroad to some extent. 

In principle, it would probably be unwise to make too much greater use 
of tax incentives in favour of investment in Canada. Firstly, the individual 
investor can often find an investment which he believes to be more suitable 
to his needs outside of Canada than he can here. Secondly, it may be a less 
efficient use of resources to force Canadian investors to invest in Canada 
than in more attractive investments abroad. The financial return to Canada 
may, in fact, be greater over the long haul if Canadians are free to invest 
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wherever it is more advantageous for them. Thirdly, if money is retained in 
Canada to a degree well beyond what is needed, this could drive down 
interest rates, which could allow firms to borrow at a substantially cheaper 
rate than the international market provides. While such a development is 
perhaps attractive in some respects, this might allow some Canadian firms 
which are relatively inefficient to stay in business as a result solely of the 
availability of artificially cheaper capital. That is, it would have a kind of 
protectionist impact. In addition, if foreign capital continues to enter for 
reasons independent of the tax system, pressure will build on Canadian 
exchange rates. 

Furthermore, holding Canadian savings in Canada through tax measures 
would not necessarily displace foreign direct investment (and perhaps not 
even much portfolio investment) if financial intermediaries failed to allocate 
the additional savings retained to domestic industries or uses to which foreign 
investment has previously been directed. This failure could occur as a result 
of the preferences of the investors or of the financial institutions. In the case 
of direct investment which enters from abroad, it may be tied to other 
valuable inputs, such as technology. The investor may not wish to sever the 
package, so the capital will come in any case or, alternatively, the financial 
resources retained in Canada will be used by foreign controlled firms. 

The reasons Canadians make portfolio investments abroad can, in 
principle, be related to one of only two factors. Firstly, Canadian industry 
may generally be less efficient than foreign industry and, therefore, the rate of 
return on investment in Canadian industry is lower. If that is the case, it is 
obvious that the appropriate solution is not to force Canadian savers to retain 
their funds in Canada, but to take measures to help improve the efficiency 
of Canadian industry. Secondly, the propensity to invest abroad could reflect 
the inadequacies of Canadian institutions, especially those related to the 
operation of the capital markets. For example, some mutual funds claim that 
the relative lack of liquidity in Canadian capital markets and the higher 
transaction fees tend to lead them to invest abroad. It is also contended that 
Canadian investment opportunities do not include securities in several attrac- 
tive industries because virtually all the companies within such industries in 
Canada are wholly foreign owned. 

Notwithstanding these theoretical considerations, it must be recognized 
that any general policies that are adopted which aim at improving the effh- 
ciency of domestic industry or removing institutional problems in the capital 
markets take some time to show results. In the interval, it is not inappropriate 
to consider the provision of modest incentives to help ensure that a sufficient 
volume of Canadian savings are available for investment in Canada. The fact 
that an individual investor may get a somewhat higher return from investing 
abroad does not mean that it is in the overall economic interest of Canada to 
tolerate an unlimited outflow of such investment funds. That is, the moderate 
degree of encouragement provided by the tax system for Canadian savings to 
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be invested in Canada seems consistent with the need to increase Canadian 
control of Canadian business and to facilitate domestic control of the national 
economic environment. 

Retaining Canadian savings in Canada would make more funds available 
for all local enterprise, regardless of its ownership or control. However, Cana- 
dian controlled business would likely benefit most by virtue of its relatively 
greater dependence on Canadian capital. Secondly, Canadian financial institu- 
tions, under the pressures developed by the retained savings seeking invest- 
ment opportunities, might improve their capabilities even more rapidly than 
they have in the past. The improvement of Canadian capital markets would 
provide further support for the development of domestic entrepreneurship. 
Thirdly, the bias created by the tax system would presumably help to offset 
either a lower return on investment in Canadian investment than that avail- 
able abroad or institutional imperfections in the capital markets. Lastly, some 
reduction in the relatively very large flow of funds in and out of Canada 
would moderately reduce the need for Canadian monetary policy to be geared 
to meeting changing international financial conditions and make it possible 
for it to be directed slightly more towards meeting the internal requirements of 
the domestic economy. 

The above comments apply particularly to the outflow of portfolio capi- 
tal. Outflows of direct investment raise different issues. In the light of some of 
the benefits that accrue to the investor of foreign direct investment in Canada, 
which were described earlier, there would seem to be no reason actively to dis- 
courage such outflows of direct investment from Canada so long as the danger 
of truncation is recognized. 

Virtually all portfolio investment going abroad from Canada at present 
is made either by individuals, pension funds or mutual funds. As already 
stated, the new tax law will limit outflows through pension funds. As mutual 
funds are essentially an extension of the individual investor, it would be some- 
what impractical to consider imposing limits upon their portfolio investments 
abroad without similar limitations on individuals. However, firm quantitative 
limitations would probably be considered to constitute an undue limitation 
upon the freedom of the individual. The question then is whether the tax 
incentive for the individual to invest in Canada is sufficiently strong. While 
the study suggested earlier that consideration be given to a number of 
measures aimed at improving capital markets, it does not argue generally in 
favour of a strong tax incentives over the long run to encourage Canadians 
to invest in Canada. 


USE OF TAXATION TO INCREASE THE BENEFITS FROM 
FOREIGN INVESTMENT 


_ The tax system could be employed as a means of securing increased 
benefits from foreign direct investment. Tax incentives could be provided, for 
example, to encourage particular activities, such as increased exports or R&D. 
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However, it would not seem logical to offer these incentives solely to foreign 
controlled firms to induce them to improve their performance, with the result 
that it would be necessary for them to be offered generally to all Canadian 
taxpayers. The principal disadvantage of this approach is that it is arbitrary 
and inflexible. Furthermore, the incentive is available to firms which normally 
undertake the activity involved without any special inducement, with the result 
that such an approach can be costly in relation to the net benefits received. 

An additional method of drawing benefits from foreign investment is 
to tax it more heavily than Canadian investment. This would not only favour 
Canadian controlled firms, but also increase the revenues to Canada from 
such investment. Again this is arbitrary if applied across the board and fails 
to take account of the widely different costs and benefits of foreign investment 
in different industries and situations. 


CONCLUSIONS 


For some of the reasons already touched on and for others discussed 
below, it does not appear to be feasible to consider making any substantial 
changes in the existing tax system as a further means of achieving increased 
control of the domestic economy or the performance objectives outlined in 
the study. : 

In the first place, it is difficult to gain acceptance internationally for a 
discriminatory tax policy. 

Secondly, tax measures are not readily differentiated by individual in- 
dustries—nor on a company-by-company basis. If it were concluded that 
tax incentives could play a useful role, it might be necessary to consider 
making them available on a selective basis. The less selective a tax preference 
is in its application, the more arbitrary it becomes in economic terms and 
the more costly to the economy as a whole. A widely available tax preference 
aimed at encouraging a company or individuals to follow a certain course, 
for example, provides an unnecessary financial benefit to those who would 
pursue this course regardless of any special inducement for good and sufficient 
reasons of their own. 

Thirdly the tax advantage or penalty approach can be offset by tax 
provisions in foreign jurisdictions. A foreign firm paying a Canadian tax 
penalty or gaining a Canadian tax preference may neither suffer nor benefit 
if the effect is simply to alter the taxes payable to his own government by an 
equal amount. 

Lastly, in industries where foreign ownership is high and market power 
is significant, any added tax cost might be passed on to the Canadian con- 
sumer or user. 

There is the further question of how far the tax system should go in 
providing a tax advantage in favour of the Canadian investment of domestic 
savings, either to compensate for the deficiencies or biases of the financial 
institutions, or of off-setting lower returns from Canadian, as opposed to 
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foreign investment. It is not easy to justify the use of tax policy to overcome 
either of these deficiencies—particularly when the tax approach would tend 
to hold Canadian savings in Canada regardless of the industrial application 
to which they might be directed. 

While tax policy should not be to the disadvantage of the Canadian 
controlled firm, nor discourage the holding of savings in Canada, it would not 
seem to be appropriate as a major instrument for a strong bias in favour of 
either of these policy purposes. 
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Chapter Twenty Two 


THE ADEQUACY OF INFORMATION 


INTRODUCTION 


Vast amounts of statistical and other types of information on Cana- 
dian corporations, both resident and foreign controlled, are collected by 
various government departments and agencies.** This information covers 
practically all aspects of company financial and other operations—state- 
ments of income and expenditure, source and use of funds, surplus, in- 
vestment and investment intentions, ownership, production, employment, 
international trade, sales, profits, research and development, wages and 
salaries, value added and management (directors and senior officers ). 

Qualitative or non-statistical information useful for policy purposes 
(e.g., about marketing policies, licensing arrangements, R&D policies and 
the organization, structure, and functioning of companies) is collected by 
Statistics Canada and the Departments of Finance; Industry, Trade and 
Commerce; Energy, Mines and Resources; and Consumer and Corporate 
Affairs in connection with various departmental programmes. 

Although this plethora of information is collected by departments 
and agencies of the federal government, most of it may be avalable to 
the public and/or government policy makers in aggregate form only. For 
example, the Statistics Act, the Income Tax Act, and, to some extent, the 
Corporations and Labour Unions Returns Act (CALURA), preclude the 
divulgence of individual company information for purposes other than 
those for which it was collected. 

The adequacy of information available on the corporate sector can 
only be judged in relation to the purposes of the potential users. Because 
the number of potential users and the purposes to be served are so nu- 
merous and so diverse, no general answer to the question of adequacy 
can be given. What is adequate for private investment analysis may not be 


°° These collectors of statistical information include Statistics Canada; the Bank of Canada; 
the Departments of Industry, Trade and Commerce; National Revenue (for taxation purposes); 
Consumer and Corporate Affairs (returns under the Canada Corporations Act); and a number 
of regulatory bodies. 


367 


adequate for the government policy maker; what is adequate (in aggregate 
terms) for the Bank of Canada may be adequate (in sectoral terms) for 
the Department of Industry, Trade and Commerce. 

This chapter is concerned with an examination of four broad pur- 
poses for which corporate information is required in order to achieve 
better control of the domestic economic environment: 


(i) the identification of the degree of foreign ownership and con- 
trol in the Canadian economy in general and in particular in- 
dustrial sectors, and changes in the pattern of foreign ownership 
and control over time; 


(ii) economic analysis as a basis for policy formulation including 
the costs and benefits of foreign direct investment in relation to 
important economic variables, such as technology, employment, 
capital, tax revenues, etc., and the comparison of the perfor- 
mance of foreign controlled and Canadian controlled firms in re- 
lation to such items as identified in the guidelines programme of 
the Department of Industry, Trade and Commerce; 


(iii) the possible implementation of a review procedure for foreign 
direct investment; and 


(iv) the improvement of resource allocation and of the efficiency 
and depth of capital markets through better disclosure (e.g., 
profit opportunities by product line) to allow Canadian entre- 
preneurs and portfolio investors to make more informed judg- 
ments on the investment of their capital, which could affect 
foreign control in two ways, (a) by helping to keep savings in 
Canada that might otherwise be invested in the United States, and 
(b) by increasing awareness of profit opportunities, especially in 
those sectors dominated by foreign controlled firms. 


No hard and fast lines can be drawn between the types of information 
needed by government for various purposes. Information on a particular 
variable—such as profits by product line—may be required for purposes of 
economic analysis, the review of a particular investment, or the efficient 
allocation of capital between competing claims. Information on changes 
in the ownership and composition of investments in Canada, for example, 
a shift from equity to debt, with foreign controlled companies relying more 
on Canadian capital markets, could be used for the identification of changes 
in control, for economic analysis, or for the determination of whether a 
foreign investor going through a review process should be required to bring 
a certain amount of capital with him. In general, it can be said that for 
purposes of identifying control or undertaking a review it is necessary to 
have access to data_on an individual company basis, whereas data for 
purposes of economic analysis are normally aggregated. 
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THE IDENTIFICATION OF FOREIGN OWNED 
AND CONTROLLED COMPANIES 


Important to all four purposes to be served by information outlined 
above is the identification of those companies that are foreign controlled 
and the changes in the degree of foreign control over time. This information 
is a key to the implementation of policies on foreign control of the domestic 
economic environment. 


Control of a corporation is normally exercised through the ownership 
of over fifty per cent of its voting stock. However, effective control can be 
exercised in other ways: 


(i) by a minority holding of voting rights if the ownership of the 
voting stock is widely diffused; 


(ii) by the ownership of corporate debt; 


(iii) by purchase or supply contracts; 
(iv) through licensing arrangements and franchises; 


(v) through management contracts or informal understandings with 
management; and 


(vi) through voting trusts, shareholder agreements, or other contractual 
arrangements, including the potential for obtaining control through 
securities, pledged agreements, or trust indentures in cases of 
default. 


Both CALURA and the International Investment Position (11P) compiled 
in the Balance of Payments Section of Statistics Canada collect information 
on the ownership of voting rights. However, the concept of control used in 
these cases is slightly different. In the CALURA series, a company is considered 
to be foreign controlled if fifty per cent or more of its voting stock is known 
to be held outside Canada, or by one or more Canadian companies which 
are, in turn, foreign controlled. up statistics as a general rule record an 
enterprise as foreign controlled only if fifty per cent or more of its voting 
Stock is beneficially owned in one country outside Canada. The enterprise 
includes all the corporations over which the foreign parent company or 
group of shareholders are in a position to exercise control. For the Indus- 
try, Trade and Commerce guidelines programme, a Canadian company is 
regarded as foreign controlled if fifty per cent of its voting stock is owned 
by one foreign parent. 

Minority holdings present problems in classifying a company by country 
of control. The statistical concept of foreign control through ownership of 
voting stock is occasionally modified in up statistics to include enterprises 
where it is believed that effective control is held with less than fifty per cent 
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of the voting stock. However, no detail and systematic analysis of minority 
holdings is undertaken. This practice is not followed by CALURA. Neither 
the CALURA nor the IP series takes account of control which may be exercised 
through means other than the ownership of voting stock, such as licensing and 
franchise agreements and monopolistic marketing arrangements. 

Judgments on who controls a particular Canadian company made in 
connection with the 1P programme are not available to the public or govern- 
ment policy makers because of the confidentiality provisions of the Statistics 
Act. Judgments on control used in the CALURA series are also, in a few cases, 
not available to the public or government policy makers because some use 
is made of confidential 1p data to supplement information provided under 
CALURA. 

The geographic allocation of foreign control also differs somewhat 
between the two series. In CALURA, control of the Canadian company is 
attributed to the foreign country where the majority of the corporation’s 
voting rights is actually held, while in the mp control is, as far as possible, 
ascribed to the country where the majority is beneficially owned. 

The problem of nominee holdings in Canada could be solved by re- 
quiring banks and trust companies to divulge the identity of nominees, as 
was done during World War II. However, it can be expected that these 
institutions would resist this step. Nominee relationships can, of course, take 
a variety of other forms and not all nominees are resident in Canada.”* 

While there are differences between the 1p and CALURA concepts of 
control—with the former tracing majority holdings to one country, identify- 
ing minority holdings where possible, and seeking to identify the ultimate 
beneficial owner—it should be remembered that the general criterion of 
control (ownership of fifty per cent or more of voting stock) is the same in 
both cases. The differences do not appear to create significant variations in 
the statistical aggregates, but they are obviously important for a few com- 
panies, notably for some in the mining industry. 

In both the CALURA and IP series covering control, as distinct from 
ownership, the whole of the corporation or enterprise (whether measured 
in such terms as Canadian book value, total assets, sales, profits or equity) 
is assigned to one or other country of control. 

It should be noted that while cALURA publishes some statistical series 
by country of control, its annual reports did not focus on the presentation 
of control statistics prior to that for 1969. The main emphasis has been on 
presenting corporations classified by degree of non-resident ownership. 

In addition to the differences in the concept of control used in CALURA 
and up, it should also be noted that a number of companies in which there 
may be foreign investment or which may have foreign transactions are 
exempted from reporting under CALURA. Not covered by the Act are: 


®% The concept of control through ownership would also require consideration of the role 
of foundations. 
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(i) small companies having annual gross revenue of $500,000 or less 
and assets of $250,000 or less (Consideration could be given to 
granting authority to survey periodically corporations excluded by 
this criterion) ; 


(ii) companies already falling under various governmental regulatory 
agencies, such as broadcasting, transport companies and banks 
(Consideration could be given to inclusion, as required, of such 
relevant information as is now reported to the agencies. However, 
as reporting requirements may not be fully comparable, it may be 
necessary to obtain additional information from these companies. 
Some efforts are now being made by Statistics Canada to fill these 
gaps); 

(ili) government business enterprises (Consideration could be given to 
requiring those enterprises to provide CALURA-type information. 
This information would be useful as a “yardstick” in trying to 
assess the performance of foreign controlled companies in the in- 
dustries concerned); 


(iv) unincorporated branches in Canada of foreign corporations which 
are exempt from reporting payments to non-residents (However, 
information on ownership and other financial operations is re- 
quired ) ; 

(v) individual resident shareholders who are excluded from the ques- 
tion dealing with intercorporate links. (The request for the names 
and addresses of each corporation holding ten per cent or more of 
total issued shares could be rephrased to include persons resident 
in Canada) .55 


Although the concept of control used in CALURA is, for all intents and 
Purposes, the same as that employed in statistics for the uP, it is important 
to note differences in the use of the term “ownership”. It is recognized that 
the two measures of ownership are designed to show different aspects of 
foreign activity and, to some extent, complement each other. 


ITP Measure 


In many Canadian concerns (regardless of whether they are foreign 
controlled or not), there is some foreign investment. This investment may 
take the form of foreign ownership of the corporation’s bonds, debentures, 
or other debts—or it may represent a foreign bank loan, or investment in 
its common or preferred stock. The uP measure of foreign ownership covers 
long-term investment of this sort (in terms of book value rather than market 


°° Persons with an address outside of Canada or no address of record and holding five per 
cent or more of the total issued shares of any class report under CALURA. 
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value). Aggregate figures on the value of investments in an industry des- 
ignated as foreign owned and the value of those designated as foreign 
controlled may differ significantly, depending upon the mix and structure 
of the enterprises included. 


CALURA Measures 


The proportion of voting rights held by residents and non-residents is 
the criterion employed by CALURA for measuring ownership, with the whole 
of the corporation (whether measured in terms of assets, profits, sales or 
whatever) being classified as falling into one of several categories according 
to the degree of non-resident ownership as determined by this criterion. 


INFORMATION FOR ECONOMIC ANALYSIS 


Since foreign direct investment involves both costs and benefits, the 
government should be in a position to assess the net impact of this invest- 
ment on the Canadian economy. The determination of net benefit requires 
data on contributions to tax revenues, net balance of payments, employment, 
net value added, the development of technology, sources and uses of funds, 
the volume, timing and variability of international capital transactions, and 
so on. This includes data similar in nature to that requested from foreign 
subsidiaries reporting under the guidelines programme of the Department of 
Industry, Trade and Commerce. This approach also requires an ability to 
compare the performance of the Canadian controlled and foreign controlled 
segments of an industry, to the extent that is possible, on the basis of 
“matched pairs’. It is also important to be able to compare the performance 
of Canadian subsidiaries with similar subsidiaries in other countries.°® Neither 
of these comparisons can be made at present-with the existing published data. 

For purposes of economic analysis, it is not necessary to have access to 
individual company information (except perhaps to explain peculiar move- 
ments in the aggregate); in general, aggregate data are sufficient. 

Statistics Canada now collects extensive information on all companies in 
Canada, including those that are foreign controlled. This includes statistics on 
international capital flows, sales, profits, retained earnings, tax payments, pro- 
duction, employment and payrolls, research and development, and payments 
to non-residents. 


5 Jt is worth noting that a request to Canadian subsidiaries to provide data on the opera- 
tions of affiliated foreign subsidiaries would constitute a form of extraterritoriality. Since this 
information would, in most cases, not be available to the Canadian subsidiary, it would be 
very difficult to obtain. (It should be noted, however, that the U.S. Government gets large 
quantities of information on the operation of Canadian subsidiaries from U.S. parent com- 
panies.) An alternative would be to seek international cooperation (perhaps through the 
OECD) in the exchange of such data in aggregated form. 
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A major contribution could be made to the understanding of the part 
played by the foreign controlled company in Canada if Statistics Canada data 
on company operations could be sub-divided between Canadian controlled 
and foreign controlled companies. A serious obstacle arises from the fact 
statistics collected under CALURA are, by law, required to be on a company 
basis, the census of industry and other operational statistics are on an estab- 
lishment basis, and up data are on an enterprise basis. Statistics Canada is 
at present seeking to coordinate and integrate the data on these three levels. 
A further complication is that the CALURA data are required by law on a 
financial-year basis, whereas Statistics Canada balance of payments data are 
generally on a calendar-year basis. 1p data are on a financial year from 
April 1 to March 31. 

Among the major gaps in Statistics Canada data available for economic 
analysis, some of which create severe difficulties in trying to reach policy 
conclusions, are the following: 


(i) Some important statistics are not collected at present or available 
on the basis of resident/non-resident control or transactions by 
country. These include merchandise exports and imports by com- 
pany. This partly prevents the identification of net contribution to 
balance of payments by industry sub-divided between the Canadian 
and the foreign controlled sectors. In certain circumstances, net 
balance of payments data by project, company or industry would 
be useful. Other gaps include information on: 

—production and exports by degree of processing or fabrication; 
total sales by product line; 

—detailed information on domestic and foreign sources of financ- 
ing, including new capital issues, cost of funds, etc.; 

—purchases of merchandise, including capital equipment, mate- 
rials and components, and goods for resale; 

—purchases by a foreign controlled company of goods and ser- 
vices from another foreign controlled company, which reflect 
a common relationship between parent companies abroad; 

—retained earnings. Statistics Canada information on retained 
earnings is quite limited, in contrast to the series on dividend 
payments, which is well-tabulated and reported in the balance 
of payments statistics; 

—payments for non-merchandise transactions. CALURA data do 
not show the countries involved, nor whether transactions are 
between affiliated companies; 

—data on technology, such as sales of goods produced under 
licence, purchases required under licensing arrangements, net 
balance of payments for R & D, licensing fees by industry and 
type of technology, etc. 
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(ii) Some data are collected but not published in the most useful form 
for analysis of resident/non-resident operations, including: 
—comprehensive data on international transactions are collected 
separately for receipts and payments to affiliates and others for 
business services and capital flows, but are not published in 
detail (e.g., breaking out payments for advertising, R & D, 
management fees, etc.), nor are transactions between affiliated 
companies shown separately; 
—purchases of capital equipment by industry sector. 


(iii) Some data are collected and published, but only on an occasional 
basis, which makes the detection of trends difficult. These include: 
—CALURA data on the use of Canadian directors and top man- 

agers; 
—-cALURA data on payments to non-residents for business ser- 

vices. 


It should be noted that filling the gaps in some instances would involve 
an increased burden on Statistics Canada and in other cases on reporting 
companies. 

For meaningful analysis, these data should not only break out the Cana- 
dian and foreign controlled sectors, but also show the country of source or 
destination in trade transactions and indicate those transactions that take 
place between affiliated companies which are relevant. 

Efforts could be made to determine what material should be published 
annually—such as changes in the extent of control and payments to non-resi- 
dents, what should be published regularly but not annually—perhaps includ- 
ing employment by foreign controlled companies, licensing arrangements and 
long-term purchase and sales contracts, and what published only occasionally 
—such as degree of processing, Canadian content or the position of the Cana- 
dian subsidiary in the multinational enterprise. 

The multi-product company presents a particular problem with regard 
to the compilation of information for purposes of economic analysis. There 
is often difficulty in determining under which industrial classification it should 
be placed. This difficulty is further compounded by the fact that there is 
more than one system of industrial classification currently being employed. 
CALURA, for example, employs the Standard Industrial Classification (SIC); 
which provides a fairly detailed breakdown by industrial sectors. The? UE 
series, on the other hand, uses a derivation of an earlier classification system 
which designates industries according to the chief material components 
employed. This grouping is not as revealing or useful for purposes of econo- 
mic analysis and complicates the problem of integrating up data with other 
Statistics Canada series. The Statistics Canada analysis of the balance of 
payments for 1963, 1964, and 1965 did contain a series of tables on the 
degree of foreign control by industry using the twenty sic industry groupings 
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for manufacturing establishment data. This type of analysis should be under- 
taken more frequently, perhaps on a regular basis. The problem of deter- 
mining the industrial classification of a particular reporting unit is even more 
difficult in the case of the 11p data because they are compiled on the basis of 
enterprises, which may include a number of associated companies. 

CALURA assets information aggregates the data for individual companies 
(including investments in their own affiliates in Canada and abroad). 1p 
data are on an enterprise basis and are, in addition, adjusted to eliminate 
Canadian investment abroad. In CALURA analysis, therefore, corporations 
such as the Aluminium Company of Canada and the International Nickel 
Company of Canada, both of which have large investments outside Canada, 
loom disproportionately large in their respective sectors when viewed in rela- 
tion to their actual operations in Canada. 

Some of these gaps are filled by the Department of Industry, Trade and 
Commerce publication, “Foreign Owned Subsidiaries in Canada’’, which con- 
tains useful information on transactions between Canadian companies and 
their affiliates abroad—including exports and imports. However: 


(i) It includes only 333 foreign owned enterprises covering 972 com- 
panies. 


(ii) The information is collected on a voluntary basis and there is no 
requirement for a company to cooperate with the programme. 


(iii) There is no Canadian controlled group against which the per- 
formance of the foreign controlled companies may be systemat- 
ically assessed. 


(iv) Some revisions in the type of information collected would be useful. 
For example, more information on assets is required; there shou!d 
be some measure of the degree of processing; purchases from 
parents and affiliates should be designated according to their home 
country and not simply classified as being made in the United States 
or “other” foreign countries. Greater detail on the procurement of 
services would be desirable.** 


The three major sources of information on foreign controlled companies 
all have their shortcomings. In the circumstances, it would seem sensible to 
consider whether it would be desirable to concentrate on making one source 
more adequate, rather than trying to amend and improve all three, by 
developing a single, conceptually integrated statistical system covering all 
statistical series relevant to foreign control. Consideration could be given to 
whether the most promising means of attaining this objective may be to use 
Statistics Canada’s general statistics gathering authority. This would involve 


*7 Appendix A contains a fuller discussion of the nature, coverage, comparability and prob- 
lems of the data collected from the companies reporting to the Department of Industry, Trade 
and Commerce under the guidelines programme. 
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terminating the Industry, Trade and Commerce statistical programme and 
repealing Section B°* of Part I of CALURA.®® This would permit the Chief 
Statistician to provide more comprehensive and meaningful statistics on 
foreign controlled companies by integrating and expanding his current pro- 
gramme, a step which is now impeded by the inflexibility of CALURA. The Act, 
as indicated above, specifies the precise content and wording to be used in 
survey questionnaires, their coverage, fiscal periods to be covered, etc. 
Because any changes in CALURA require an Act of Parliament, the task of 
integrating Statistics Canada data 1s made even more difficult. This form of 
consolidation would eliminate the need for three separate requests for finan- 
cial and other types of operational information from the business community 
for the purposes of the 1p, CALURA and the guidelines programme of the 
Department of Industry, Trade and Commerce. 

Even if it were decided to repeal Part B of CALURA, Section A—under 
which such information as share ownership and residence of directors, is 
collected—should probably continue to apply because at the moment it is 
the only source of information on the ownership of particular companies 
available to the general public. Consideration should be given, however, to 
expanding the legislative authority under that section to cover all companies, 
perhaps providing that they should report through the ultimate holding com- 
pany to eliminate the duplication that now occurs. It could be the basic 
building block for a register of foreign controlled companies in Canada. 

A further possibility would be to amend the Statistics Act as it applies 
to corporations to allow the publication of data for individual companies, 
such as that now collected under Section A® of CALURA. 

The concentration of resources in a single group within Statistics Canada 
to assemble all the relevant foreign investment statistics appears to merit 
consideration. 


INFORMATION REQUIRED FOR A REVIEW PROCESS 


Information for the two purposes discussed thus far is required, no 
matter what the scope of foreign investment policy may be, simply to enable 
the government and the public to know what is going on. In addition, if a 
policy of reviewing foreign investment is adopted, the review authorities 
would require powers to obtain additional information on the operations of 
individual companies to carry out their function. 

58 This section provides for the confidential portion of corporation returns, including finan- 


cial statements of the corporation and a schedule of selected payments to non-residents for 


dividends, interest and certain business services. 
® Another alternative, turning CALURA into a general disclosure statute, is discussed 


below. 

6 This section provides for the non-confidential portion of corporation returns, including 
information on the incorporation, officers and directors, and ownership of the corporation’s 
issued share capital. 
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In general, the authorities monitoring foreign direct investment would 
require information to enable them to undertake cost-benefit analyses in the 
widest sense. The specific items of information required would depend upon 
what investment the government decides to review and what factors may be 
made subject to negotiation. 

Information available on takeovers at present is very limited. Re- 
turns under CALURA provide information on changes in the nationality of 
ownership, but there is considerable lag in the availability of information 
from this source. The revised Canada Corporations Act will go only part 
way toward remedying this situation. The takeover provisions in the Act 
are designed to protect investors and not to provide information of the sort 
required by a review agency. Section 127 (B) requires that a copy of all 
takeover bids, along with any Supporting material, must be sent to the 
Department of Consumer and Corporate Affairs. A takeover bid is defined 
as an offer to shareholders of a public company with fifteen or more 
shareholders to purchase sufficient equity shares to acquire—together with 
any already owned—more than ten per cent of the outstanding equity of 
the company. This provision covers only publicy-owned companies that 
are federally incorporated; it excludes purchases by way of private agree- 
ment, private companies, and _provincially incorporated companies. A 
policy to review takeovers effectively would have to go beyond the pro- 
visions of the Canada Corporations Act and require all those seeking to 
take over companies of a certain defined significance to disclose their 
intentions to a review agency. 

Information on future capital investment intentions is at present 
collected through the “Survey of Public and Private Investment Intentions” 
undertaken jointly by Statistics Canada and the Department of Industry, 
Trade and Commerce on the basis of a sample of both Canadian and 
foreign controlled companies. This information is collected under the 
Statistics Act for the purposes of economic forecasting. The Economics 
Branch of the Department of Industry, Trade and Commerce and the 
Economic Council of Canada also collect investment intentions data 
annually from a few hundred large firms on a voluntary basis. These sur- 
veys cover intentions over the next one, two and five years. If it were de- 
cided to review new foreign investment of major expansions of existing 
foreign controlled firms, legislative authority would be needed to obtain 
the information on proposed investment required by the review agency. 

There is no information collected that relates to any of the other 
possible areas of investment review, such as licensing and franchise agree- 
ments and long-term purchase and supply contracts. 

The review authorities would also require information on the per- 
formance and operation of a representative group of individual companies, 
both Canadian and foreign controlled, to put themselves in a position to 
bargain effectively with potential foreign investors. Since these authorities 
would have to be very familiar with the industry and how major com- 
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panies are operating within it, the companies reporting should be broadly 
representative of all industries likely to be of interest to foreign investors. 

This would, of course, require access to individual company infor- 
mation of basically the same type as would be provided to Statistics Canada 
under the expanded programme for economic analysis put forward for 
consideration above. The easiest and simplest way for the screening 
authority to obtain this information would be from the Statistics Canada. 
However, this could not be done due to the secrecy provisions of the 
Statistics Act. Changing these provisions could jeopardize the overall in- 
tegrity of this Act and the effective functioning of the statistical system. In 
these circumstances, it would seem preferable for the review agency to 
have separate legislative authority to require companies to provide this 
information directly. It is open to serious question whether the exact re- 
quirements for information should be specified in legislation itself, as is 
the case under CALURA, because this procedure is likely to prove too cum- 
bersome and inflexible for the purposes it is intended to serve. Instead, the 
legislation could simply provide the agency with the authority to collect 
information required for the purposes of the Act. 

It is suggested that the review agency not itself become too deeply 
involved in the collection and analysis of statistics. To keep this information 
programme within manageable proportion, it should probably be limited 
to “key” companies of economic significance. The Industry, Trade and 
Commerce guidelines programme at present collects data on 333 foreign 
owned enterprises. Perhaps this could be increased to about 500, including 
both Canadian and foreign controlled companies. Interpretation of the data 
would require not only extensive analysis, but also continued contact with 
the key companies. 

Individual company data would not be published, though it might be 
used in aggregate form in any reports issued explaining particular decisions 
of the review authorities. 

As pointed out above, numerous departments and agencies are re- 
positories of information on individual industries and company performance. 
A review agency would probably have to rely extensively on these other 
departments and agencies for data, analyses, judgments and other forms 
of assistance. If it is decided that such an agency should obtain information 
under its own legislative authority and cannot use the material submitted 
to Statistics Canada, it would be important that there be close cooperation 
between the two in determining the concepts that are employed so that 
information collected by the agency can be integrated into the statistical 
system used by Statistics Canada. 

The agency could also keep a record of all government assistance to 
foreign controlled subsidiaries, whether from federal or provincial sources. 
This information would be useful in assessments of the costs and benefits 
of a particular foreign investment. 
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The last type of data that would be required by a review agency is 
what might be called surveillance information, that is, information from the 
companies that have given certain undertakings to the review agency with 
regard to such matters as exports, procurement, research and develop- 
ment. It should be necessary for these companies to report periodically 
on their performance in fulfilling the obligations they assumed. 

One of the important matters to be considered is the question of 
giving the minister responsible for the review agency authority to designate 
a particular company as foreign controlled in the absence of clear statistical 
data. Any judgment on control made by the minister should be conveyed 
to Statistics Canada for consideration of any consequent changes required 
in their statistical series. 


FOREIGN CONTROL AND DISCLOSURE 


Apart from the protection of the individual portfolio investor, public 
disclosure of certain corporate information can serve three broad social 
purposes related to the issue of domestic control of the Canadian economy. 
It can: 


(i) facilitate protection of the public interest (since the conduct of 
large corporations has an effect on the well-being of many 
Canadians) ; 

(ii) improve the efficiency of capital markets by permitting share- 
holders (including potential shareholders) to make an intelligent 
decision on whether to acquire, retain or sell securities; and 

(iii) attract more Canadians into the market place to exploit profit 
Opportunities identified by better disclosure. 


However, Canadian disclosure requirements, federal and provincial, 
are not as stringent as those in the United States. 

Moreover, until the recent revision of the Canada Corporations Act, 
most foreign controlled companies did not have to publish any financial sta- 
tements because they were “private” companies. Very little is known about 
their operations and, because foreign control is highly concentrated in certain 
sectors, there also are important gaps in the information available. 

Two results flow from this with respect to the issue of foreign control of 
Canadian business: 


(1) There is a tendency for some Canadian portfolio investors—includ- 
ing institutional investors—to move into U.S. equities, which re- 
duces the savings available in Canada and the liquidity of Canadian 
capital markets. Stringent sec disclosure requirements may be a 
factor in this movement, serving as they do to reduce the number 
of unknown elements and, therefore, the degree of risk. 
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(ii) Better information on corporate performance and rates of return 
(e.g., profits by product line) might draw Canadian entrepreneurs 
into those areas of greatest opportunity and increase Canadian con- 
trol of the economy. However, it should be recognized this informa- 
tion would also be available to foreign investors and could con- 
ceivably lead to increased foreign control in the absence of other 
government policies. Better information on investment opportunities 
would, however, increase competition and thereby allow Canadians 
to extract more of the benefits of foreign investment in Canada. 


Improved aggregate data for the purposes of economic analysis (as sug- 
gested above) would also contribute to these ends, but not as efficiently and 
directly as the disclosure of information on the operations of individual 
companies. 

The revised Canada Corporations Act will go some way towards alleviat- 
ing these problems by requiring federally incorporated private companies of 
economic significance—those whose gross revenue exceeds $10 million or 
whose total assets exceeds $5 million—to file financial statements and audi- 
tors’ reports with the Department of Consumer and Corporate Affairs. All 
federally incorporated public companies—regardless of size—are, of course, 
required to file similar information. While the Act puts private foreign con- 
trolled companies on the same footing with private Canadian controlled com- 
panies, and thus eliminates an apparent discrepancy in the available informa- 
tion on foreign versus Canadian controlled companies, it applies only to 
federally incorporated companies. The Department of Consumer and Corpo- 
rate Affairs estimates that the total number of public and private companies 
which will be required to report under the revised Act will not exceed 3,000. 
(The total number of companies reporting under CALURA is about 50,000). 
Of these 3,000, about 1,800 are of economic significance, according to the 
definition referred to above, and of these 1,800, about 700 are private. The 
number of foreign controlled companies would be even smaller, since some 
of the 700 private companies are Canadian controlled. 

It should be borne in mind that the data required under the Canada 
Corporations Act are primarily of a financial nature, i.e., a statement of 
source and application of funds, income statement and surplus. The required 
returns do not cover many items of information of economic interest, such as 
employment, exports and imports, receipts from and payments to non-resi- 
dents and research and development. 

A further possibility could be examined. This is the conversion of 
CALURA into a general disclosure act applying to all companies doing busi- 
ness in Canada above a certain size. This would involve amending Section B 
of CALURA to bring it more into line with the requirements of a general 
disclosure statute, an extension of the coverage under CALURA to include 
companies reporting now to other government agencies, and a repeal of 
some of the disclosure provisions of the Canada Corporations Act. 
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Careful consideration would have to be given to the relationship be- 
tween a revised CALURA and the Corporations Act. For example, should 
information on such matters as insider trading and takeovers be covered 
under CALURA or the Corporations Act? 

The information collected under Section A of CALURA would still be 
available to Statistics Canada and others for ownership purposes. This 
could probably involve different thresholds for Section A (relating to 
ownership) and Section B (relating to disclosure by companies of eco- 
nomic significance). Publication of data and analyses on the foreign con- 
trolled sector would, as suggested above, be carried on under the general 
statistical power of the Statistics Act. 

The main advantage of this approach would be to extend coverage 
to provincially incorporated companies, which are not covered by the 
Canada Corporations Act, thus requiring the disclosure of information on 
individual companies whether they are federally or provincially incorpo- 
rated. Of course, the disclosure provisions would apply not only to for- 
eign controlled companies, but also to Canadian controlled companies 
doing business in Canada. 


TIME LAG PROBLEM 


There is some scope for the improvement of the timeliness with which 
information on foreign controlled companies is published. For example, 
CALURA data for 1967 were not available publicly until February 1970; the 
1968 CALURA information was not published until December 1970, and 
details of Canada’s international investment position for 1967 were not 
published until August 1970. However, the scope for improving the time- 
liness of information should not be exaggerated; in many cases it will not 
be possible to obtain definite information about a company within six to 
twelve months after the closing of the company’s books for any year. 

Aggregation and analysis within the collecting agency tends to take 
a minimum of a further six months. 


CONCLUSIONS 


There is an important difference between the government requesting 
information from a corporation and from a private individual. A corpora- 
tion is an aggregation of power with indefinite life and, in most cases, 
limited liability. It is also a creature of the state; enjoying certain rights 
and having certain obligations in law. It is to be expected that its creator 
Should wish to be kept informed about its activities, particularly when the 
decisions of the corporations have a widespread public impact. Firms that 
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help to determine the salary and work conditions of 10,000 or 20,000 
people, that play a leading role in our trade, or in a particular industry, 
are in a very different position than individuals. Thus, what might be 
regarded as unjustifiable “snooping” in the case of an individual may not 
apply in the case of a corporation. 

The various changes in the gathering of information discussed in this 
chapter should not raise significant new problems for corporations in terms of 
the disclosure of confidential information which could damage their competi- 
tive position. A change in the definition of control or improvements in the 
information for economic analyses would not involve public disclosure of 
information on individual companies, nor would the reporting programme 
for 500 or so companies which was suggested as necessary for the operation 
of an effective review mechanism. A more comprehensive public disclosure 
statute would, of course, require individual companies to reveal more 
detailed information, but it could presumably contain a clause similar to 
Section 1211 of the Canada Corporations Act, which permits a company to 
apply to the courts for exemption from the reporting requirements if dis- 
closure of certain information would be “seriously and unfairly detrimental 
to the interests of the company”. As is the case with the present Canada 
Corporations Act, there is a problem of balancing the public and private 
interest. In recent years, however, there has been a growing consensus that 
the public interest requires greater disclosure of corporate information. It 
should be borne in mind also that the implementation of some of the options 
raised in this chapter would reduce the burden of reporting which corpora- 
tions have under existing information programmes. 

Vast amounts of statistical and other information on Canadian corpora- 
tions,—both Canadian and foreign controlled—are collected by various gov- 
ernment departments and agencies, but some significant gaps exist either 
because the data are not collected, or they are collected and not published. 
Government policy makers do not have access to much of the data col- 
lected by Statistics Canada because of the secrecy provisions of the Statistics 
Act. 

There are four broad purposes for which corporate information may 


be required in relation to domestic control of the national economic environ- 
ment: 


(i) the identification of foreign controlled companies; 


(ii) the economic analysis of the costs and benefits of foreign ownership 
in the Canadian economy in aggregate terms; 

(iii) the implementation of a review process for direct foreign invest- 
ment; and 

(iv) the possible increase in Canadian control of business activity, 
through improved disclosure (e.g., profits by product line). (This 
could lead to the retention of more savings in Canada and to the 
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attraction of more Canadians into the market place to exploit profit 
opportunities identified by better disclosure, especially on the part 
of foreign controlled companies. ) 


There are two main sources of information for identification of foreign 
controlled companies: corporate returns under the Corporation and Labour 
Unions Returns Act (CALURA) and the International Investment Position 
(ip). While there are differences in the “ownership” concept used by CALURA 
and 11P, the concept of control used by both is broadly similar, i.e., an enter- 
prise (1IP) or corporation (CALURA) is regarded as foreign controlled if fifty 
per cent or more of its voting rights is known to be held outside Canada 
(CALURA), in one country (11P) or by one or more Canadian companies which 
are, in turn, foreign controlled. This statistical concept of control is modified 
in IP to include enterprises where it is believed that effective control is held 
with less than fifty per cent of the voting rights. This practice is not followed 
in CALURA. IIP also tries to trade nominee holdings to determine beneficial 
ownership. It also has somewhat fuller coverage than CALURA. Thus the infor- 
mation on control of Canadian companies developed for mp is somewhat 
more refined and comprehensive than CALURA data. However, the differences 
in the CALURA and IP concepts of control are not sufficient in themselves to 
create significant differences in the statistical aggregates. Neither series takes 
account of control which may be exercised through means other than the 
ownership of voting rights, such as licensing and franchise agreements and 
monopolistic marketing arrangements. IP presents most of its data with 
respect to enterprises as a whole in terms of the concept of control, whereas 
CALURA has tended to concentrate on degrees of foreign ownership. 

Judgments on control of particular Canadian companies made by 
Statistics Canada are not available to the public or government policy makers 
because of the confidentiality provisions of the Statistics Act. 

Statistics Canada collects and publishes a great many Statistical series 
for economic analysis of the impact of corporate activity in Canada. A major 
contribution to the understanding of the economic impact of foreign con- 
trolled companies would be made if Statistics Canada data could be readily 
sub-divided between foreign and Canadian controlled companies. The solu- 
tion to this problem would involve integrating enterprise, corporation and 
establishment statistics. Work is already underway in Statistics Canada on 
this difficult but important task. 

There are a number of important gaps in the data available from 
Statistics Canada for economic analysis: 


(i) Some data are not collected or made available on a basis of 
resident/non-resident control or transaction by country (e.g., 
merchandise exports and imports by company). 

(ii) Some data are not published in most useful form for analysis of 
resident/non-resident operations (e.g., non-merchandise transac- 
tions between affiliated companies). 
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(iii) Some data are collected and published, but on an irregular basis 
(e.g., data on the extent to which Canadians serve as directors 
and senior managers of foreign controlled firms. 


Another serious problem with Statistics Canada data for purposes of 
economic analysis arises from the fact that the IP series use different 
reporting units and a different industrial classification than CALURA. It is thus 
extremely difficult to integrate fully these two series. 

The data collected by the Department of Industry, Trade and Com- 
merce under its guidelines programme fill some of these gaps, but are them- 
selves lacking in other respects. 

The information required for the implementation of a review process 
would depend upon what the government decides to review and what areas 
to make subject to negotiation. It would involve access to individual company 
information, but this need not be published. 

To carry out its function, the review agency would require authority to 
obtain certain information. Consideration might be given to empowering 
it to: 

(i) require foreign controlled companies subject to the review proce- 
dure to submit required information on the basis of which to 
make a decision on whether to allow the investment to go ahead; 

(ii) obtain access to information on the operations and performance of 
a representative group of companies (both Canadian and foreign 
controlled) to provide the basic data necessary to enable the 
review authorities to negotiate effectively (This information should 
be collected from about 500 companies and should be conceptually 
compatible with that provided to Statistics Canada. The review 
authorities would have to work closely with other departments and 
agencies which also have accumulated large amounts of informa- 
tion and expertise on various industries and companies); and 

(iii) maintain surveillance of the manner in which companies fulfill any 

undertaking given to the review agency. 


POSSIBLE MEASURES TO IMPROVE INFORMATION 
ABOUT FOREIGN DIRECT INVESTMENT 


A number of steps could be contemplated in an effort to improve the 
quality of information that is relevant to various aspects of foreign direct 
investment in Canada. These could involve considerable changes in the 
existing system of collecting and aggregating data, which could only be 
implemented in phases over an extended period of time. Some indication of 
the kinf of measures that might be considered are outlined under four major 
headings. 
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IDENTIFICATION OF CONTROL 


(i) The statistical definition of control might be standardized, perhaps 


(ii) 


(iii) 


(1) 


(ii) 


(iii) 


developing a definition along the lines used by Statistics Canada 
for IP statistics. Ownership statistics should continue to be pub- 
lished using both ownership concepts, since each is useful for 
different purposes. 


More resources could be devoted to the problem of identifying 
effective control of Canadian companies, which may manifest itself 
in other ways than majority ownership of a company’s voting rights. 
The responsibility for this should rest with the minister to whom 
the review authorities report. Statistics Canada should be informed 
of these decisions in order to consider whether changes are required 
in their statistical series. The review agency could maintain a 
register of foreign controlled companies to which the public has 
access. A list of changes in control could be published monthly 
in The Canada Gazette. 


Legislative authority might be given to either Statistics Canada or 
the review agency—or both—to require banks, trust companies or 
other nominees to divulge the owners of nominee accounts if such 
information were required for the purpose of identifying foreign 
control. 


ECONOMIC ANALYSIS 


Rather than operating three major statistical programmes which 
relate (at least in part) to foreign controlled companies, the gov- 
ernment could consider concentrating on the improvement of one 
of them. This new statistical series should apply a single concept 
of control, but continue to employ both the CALURA and IP con- 
cepts in categorizing ownership, as discussed above. The statistical 
element of the Industry, Trade and Commerce guidelines pro- 
gramme could be terminated and Section B of Part I of CALURA 
repealed. Making use of its general statistical power, Statistics 
Canada could publish an annual review of foreign ownership and 
control in the Canadian economy, with a greater number of statisti- 
cal series breaking out the Canadian controlled and the foreign 
controlled sectors. 


Consideration could be given to developing a single group within 
Statistics Canada to collect and compile relevant foreign invest- 
ment data. 

The data for economic analysis might be improved by: (a) the 
subdivision of basic statistical series between Canadian controlled 
and foreign controlled firms and by country of origin; (b) filling 
the gaps in information—particularly the data on international 
transactions (foreign trade by individual companies, non-merchan- 
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(iv) 


(v) 


(vi) 


(vii) 


(viii) 
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(i) 


(ii) 


(iii) 


dise transactions, etc.), sources of funds, retained earnings in Can- 
ada, etc. Where relevant, these data should show the country of 
source or destination and indicate whether the transaction was 
between affiliates; (c) the publication of industrial statistics relat- 
ing to foreign ownership using the Standard Industrial Classifica- 
tion. 

Information that is compiled with regard to foreign ownership and 
control should preferably concentrate more on control than on 
ownership, but continue to provide data on ownership based on 
the two concepts employed by CALURA and IIP. 

Statistics Canada, in cooperation with interested departments and 
agencies, could determine which statistical series should be pub- 
lished annually, which regularly but not annually, and which only 
occasionally. 

If the compilation of data on foreign control involves the use of a 
size criterion, as at present is the case under CALURA, consideration 
could be given to having Statistics Canada undertake periodic 
surveys of corporations excluded by the criterion. 

In seeking to determine intercorporate links, information could be 
requested on the ownership of shares not only from corporations 
and non-resident persons (as at present under CALURA), but also 
from persons resident in Canada. 

Consideration could be given to asking the OECD to introduce and 
maintain a series of statistics on the behaviour of foreign controlled 
companies in various countries. 


REVIEW PROCESS 


A review agency should probably have legislative authority to 
obtain that information required for the operation of the review 
mechanism. It would also need basic economic and industrial 
information on individual companies similar to that received under 
the 1T&c guidelines programme and by Statistics Canada. If the 
agency cannot obtain this material from Statistics Canada, it 
would require legislative authority to obtain it directly from Cana- 
dian companies—whether Canadian or foreign controlled. The 
agency would also need legislative authority to require companies to 
report on the fulfilment of any undertakings given to the review 
authorities. 

Consideration could be given to providing that changes in the 
requirements regarding the control of what is reported to the 
review agency be made by regulation, rather than legislation in 
order to provide more flexibility. 

The review agency could undertake special studies on aspects of 
foreign ownership as directed by the responsible minister. 


(iv) The review agency could be given access to the information col- 
lected on foreign controlled companies by other government de- 
partments and agencies if it is to review the degree to which the 
broad objectives of the government’s foreign ownership policy are 
being met in these fields. 

(v) The review agency could be authorized to keep a record of all 
government assistance to foreign controlled firms, whether orig- 
inating from the federal or provincial governments. 


DISCLOSURE 


The revised Canada Corporations Act goes only part way in providing 
for disclosure of the operations of individual companies, especially those 
that are private. Consideration might be given to further improving the Act 
by requiring greater detail in reporting—on the profits of various lines of 
business in a single corporation, for example. Alternatively, consideration 
could be given to converting CALURA into a general disclosure statute ap- 
plying to all Canadian companies above a certain size. 
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Chapter Twenty Three 


INTERNATIONAL INITIATIVES 


INTRODUCTION 


The study to this point has been concerned, in part, with the ways in 
which foreign direct investment affects the domestic economy. It has also 
examined the effectiveness of various domestic policies dealing with the 
problems posed by foreign direct investment. A number of alternative means 
of enhancing the net benefits which Canadians receive from foreign direct 
investment, increasing domestic control of the national economy, and as- 
sisting in the development of indigenous industry have been raised for con- 
sideration. 

In the previous discussion, little attention has been given to the pos- 
sibility of looking to international cooperation as a means of easing the 
problems which foreign direct investment and the multinational enterprise 
pose for Canada, which is the subject matter of this chapter. 

There are four main arguments for looking at the possibility of inter- 
national cooperation. They are: 

(1) that it may at times be difficult to enforce certain Canadian laws 
and policies due to the capacity of foreign controlled firms (and 
to a lesser extent Canadian controlled MNE’s) to circumvent them; 

(ii) that the capacity of the foreign controlled firm to play off one 
government against the other reduces the net benefits to Canada 
from foreign direct investment; 

(iii) that foreign direct investment can serve as the vehicle through 

which foreign laws and policies are transmitted to Canada; and 

(iv) that, more broadly speaking, the rights and responsibilities of 

host and home governments vis-d-vis subsidiary and parent firms 
(and vice versa) require clarification because the absence of in- 
ternationally accepted rules raises the possibility of growing areas 
of international conflicts. 


It will be noted that the first two problems listed above are essentially 
ones which pit the foreign controlled firm against the host government, 
whereas the latter two are basically concerned with the relationship between 
host and home governments. 
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PAST INTERNATIONAL COOPERATIVE APPROACHES 


A number of international measures have been adopted in recent years 
to mitigate the difficulties which arise out of direct investment flows. They 
have not thus far been particularly effective or far reaching. 

(i) Bilaterally, arrangements exist with a number of countries. For 
instance, an arrangement between Canada and the United States 
provides for consultation between the two governments whenever 
the enforcement of one country’s competition law will affect the 
other.®’ There is also the so-called Eisenhower-Diefenbaker under- 
standing, which affects the application of the United States Trading 
with the Enemy Act to Canadian subsidiaries of United States 
firms.** Double taxation agreements in the past removed some 
potential difficulties, but have not dealt in a comprehensive way 
with transfer pricing problems. 

(ii) In the multilateral context, a number of steps have been taken, 
particularly in o£cD. A code has been worked out to deal 
with capital movements. Although Canada has not signed the Code, 
Canadian policy regarding capital movements is more liberal in 
practice than that of most countries which adhere to it. OECD 
has also worked out a draft convention on the protection of 
foreign property, but it is not binding on OECD governments. For 
a number of years, discussions have been under way in OECD 
aimed at securing international cooperation on restrictive business 
practices. Little progress has been achieved to date. 


HOST GOVERNMENT VERSUS MULTINATIONAL 
ENTERPRISE (MNE) 


One way in which the interests of host governments may be hampered 
by the MNE generally, and by foreign controlled firms in particular, is through 
their greater capacity to circumvent national laws and policies. These points 
have been discussed elsewhere. The point which must be observed here is 
simply that in matters of anti trust, taxation and possibly others, effective 
enforcement of national law often requires either bilateral or multilateral 
cooperation. 

There is much competition between national (and junior) governments 
to attract foreign investment. Tax concessions, subsidies and a long list of 
other incentives can and are used to draw investments into one jurisdiction, 
rather than another. The result is to reduce generally the net benefits obtained 
by the capital importing countries as a whole. Some form of international 
cooperation between governments might minimize this difficulty. In the past, 


". See Chapter Sixteen. 
Cbd: 
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the ability of the Canadian government to participate in such efforts seems 
to have been affected by the absence of an instrument through which an 
agreement could be implemented, particularly in view of the freedom of the 
provinces to offer incentives. 


HOST GOVERNMENTS VERSUS HOME GOVERNMENTS 


In the past, foreign controlled firms have, directly or indirectly, been 
a vehicle for extending the laws or policies of foreign governments to Can- 
ada.®’ This has posed problems both for the governments and for the firms 
concerned. In general, the kind of case-by-case solutions reached have not 
been very effective from the Canadian viewpoint. 

Another kind of problem, which may be even more important in the 
future, is that governments are likely to begin struggling over the MNE 
to have it locate activity in their jurisdiction. In the United States, for instance, 
parts of the labour movement have been exerting pressures on the United 
States government, directly and indirectly, to retain more production in the 
United States. Other countries, particularly host countries, endeavour to nego- 
tiate for as much activity as possible in their jurisdictions. Thus, conflicts 
over extraterritoriality and economic activity are likely to grow. 


POSSIBLE FUTURE DEVELOPMENTS 


It is quite possible that the existing situation could continue more or 
less as is for some time, perhaps with progress in limited areas. However, 
given the expected pace of its growth, pressure to control the MNE seems 
likely to increase. These pressures will emanate in part from governments, 
either on their own initiative or due to the impact of interventions by other 
governments. 

A second possibility is that international businessmen will become con- 
cerned about being put under pressure from more than one government. 
Should complaints from business grow, and should governments prove either 
unwilling or unable to agree about the relationship between international 
business and interested governments, it is possible that the major MNE’s 
might try to work out arrangements among themselves to protect their 
interests. 

The third alternative is that governments may become more disposed to 
developing measures multilaterally and bilaterally to cope with the problems 
on an acceptable basis. 

In the circumstances outlined above, a number of options for Canadian 
policy arise for consideration. 


So Mieyrel, 
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Firstly, a Canadian initiative could be taken, aimed ultimately at the 
establishment of an international code setting out both the rights and 
responsibilities of home and host governments in respect of parent and 
subsidiary firms, and of parent and subsidiary firms in respect of home and 
host governments. 

Such a code might contain some of the following elements: 

(i) recognition by home governments that foreign affiliates of their 
national firms are not, in principle, to be used as the vehicle for 
the extension of their laws into foreign countries; 

(ii) the obligation of host states to act in a fair and equitable manner 
(terms which would require defining) toward foreign investment; 

(iii) renunciation by a government which itself engages in foreign 
direct investment of any special rights, privileges or status for that 
investment by virtue of its being made by or on behalf of a 
government; 

(iv) providing Most Favoured Nation treatment to foreign investors, 
rather than national treatment. This would guarantee investors 
from any country signing the code that they would be treated no 
worse than firms from any other foreign country; 

(v) recognition of the right of host countries to fix rules to ensure 
adequate domestic control of their economies. 


The appropriate forum: for such an initiative would require careful 
consideration. OECD, GATT or UN are all possibilities. 

In the shorter run, existing work in OECD on the multinational enterprise 
could usefully be continued and expanded. Some studies on the multinational 
enterprise are already being carried but by an OECD Working Group and 
there are signs of willingness to move ahead in this area. Canada could take 
the lead in suggesting ways of actively pursuing this work in relation to a 
number of the specific problem areas outlined earlier in this section, possibly 
with a view to ultimately setting the stage for agreement on a code. Particular 
attention should also be paid to the need to build up adequate data on the 
multinational enterprise and its activities. 

At the same time, while the thrust of Canadian efforts might preferably 
be directed toward the multinational approach for a number of policy rea- 
sons, there may nevertheless be certain areas in which bilateral arrangements 
are the best short-run answer. 

Pending international action on either a multilateral or bilateral basis, 
however, it is reasonable for Canada to consider the adoption of national 
policies to deal with some of the problems presented by foreign direct invest- 
ment. In all likelihood, such policies would complement, rather than conflict 
with, any international cooperative approaches that may eventually be 
adopted. 
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Chapter Twenty Four 


CONCLUSIONS AND IMPLICATIONS 


This chapter sets out the main conclusions which can be drawn from 
the findings and analysis above and examines their implications for govern- 
ment policy. It is concerned with three main issues: the nature of foreign 
direct investment and the multinational enterprise; the impact of foreign 
direct investment and the multinational enterprise in relation to a number 
of factors of major concern to government, including sovereignty, economic 
growth (nationally and regionally), the level of employment and quality of 
life; and the implications of this impact for public policy. 


THE NATURE OF FOREIGN DIRECT INVESTMENT 
AND THE MULTINATIONAL ENTERPRISE 


The discussion below deals separately with the three following matters: 
the nature of foreign direct investment in manufacturing; the nature of 
foreign direct investment in resources; and the nature of the multinational 
enterprise. 


THE NATURE OF FOREIGN DIRECT INVESTMENT IN MANUFACTURING 


Foreign direct investment in manufacturing is essentially an industrial 
phenomenon—a package which consists of a saleable product, technology, 
management, markets and capital. This package brings with it a mixture of 
benefits and costs. The distribution of the benefits and costs among the 
investor, the Canadian economy and the home economy is examined in 
more detail in a later part of this chapter. In this first part, attention is 
focused on two main structural characteristics of foreign direct investment 
in manufacturing: the truncated nature of subsidiaries; the miniature branch 
plant replica effect, which is the form of plant structure often found in 
Canada. 

To attempt to explain fully the reasons for and significance of these 
characteristics, the discussion below focuses on the ways in which the 
foreign investor, the Canadian economic environment, and the international 
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economic environment have interacted both to determine the industries in 
which foreigners have invested and to shape the nature of the manufacturing 
subsidiaries in Canada. Because such subsidiaries account for well over half 
of Canadian manufacturing, these characteristics inevitably have an important 
bearing on the overall performance of the Canadian economy. 


Distinctiveness as a Determinant of Foreign Sales 


To understand the nature of foreign direct investment in manufactur- 
ing, it is necessary to begin by reviewing the factors which enable a foreign 
firm to sell in Canada, because both investment and trade are based on the 
ability of a firm to market its products successfully in this country. 

The concept of “distinctiveness” is central to an understanding of both 
trade and investment flows. It implies the existence of some particular 
capacity of the firm which makes it competitive in the host economy, e.g., 
cheaper access to a factor of production such as capital or labour, techno- 
logical superiority, or the achievement of significant economies of scale. 
Alternatively, the distinctiveness may lie in product differentiation, which 
may be based on real product differences or on factors relating to market 
image only. Distinctiveness may also result from market power, which simply 
means that few alternative sources of supply for a particular product exist. 
Distinctiveness, in other words, is what makes a product marketable in a 
country outside the one in which it has been developed. 

The concept of distinctiveness as outlined above includes the classical 
concept of comparative advantage (i.e., factor endowment and relative 
factor prices), but goes beyond it. International trade theory demonstrates 
that exports may result from a distinctive capacity other than comparative 
advantage as it was defined in classical terms, namely the exporter’s ad- 
vanced technology, his distinct market image or his market dominance. These 
same factors can also influence investment. 

The distinctiveness of a manufacturer may enable him to extract a 
premium from the host, or purchasing, economy which is considerably 
higher than the minimum return needed for the business transaction to be 
attractive to him. Accordingly, there may be a fairly wide range of returns 
over which he considers the investment or sale is worthwhile. 

The factors which enable an economy to generate distinctiveness and 
the factors which lead an economy to be receptive to a foreign distinctiveness 
were discussed earlier! In the main, the Canadian economy has been a 
recipient of such distinctiveness. Its proximity to the United States, the 
common language shared with Americans by English-speaking Canadians, 
advertising spill-over, similar tastes, and high wage and educational levels, 
have all helped make Canada a receptive market for foreign, and especially 
United States, distinctiveness in the case of both producer and consumer 
goods. 


1See Chapter Three. 
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Determinants of Investment and Trade 


Once the foreign manufacturer concludes that he can market a significant 
volume of his goods in this country, he must decide whether he will do 
this by exporting to Canada, by establishing productive facilities here 
through direct investment, or by licensing. Various factors will help to 
shape the decision of the foreign manufacturer. These include: his business 
objectives; some of the cost and other characteristics of the host economy, 
including the policies of its government; transportation costs; the policies 
of the investor’s home government and that of other governments; and the 
particular corporate circumstances of the foreign investor. 

The objectives of the international investor are likely to include a 
combination of profit, growth, market position, security, and a variety of 
arbitrary factors. In pursuing these objectives, the foreign manufacturer 
may prefer to invest when there is the threat of indigenous competition 
developing in the country in which he is planning to market his goods, or 
when he feels investment will strengthen his position against international or 
domestic competitors. The foreign manufacturer’s perception of his firm 
as a world-wide operation may also lead him to prefer to invest. 

Conversely, if he has nationalistic biases he may prefer to export, 
rather than to invest; and if he feels that there is a foreign exchange risk 
he may want to minimize the amount of capital he is prepared to expose 
to that risk. 

The cost and other characteristics of the host economy are factors the 
manufacturer has to take into account. The size of the Canadian market in 
relation to the economies of scale in production is one consideration. Where 
the Canadian market has not been able to support a Canadian-based manu- 
facturing or assembly plant at a reasonable cost, the foreigner has usually 
produced at home, or in a third country, and exported to Canada. 

In making this cost calculation, it is not enough for the foreigner to 
consider only the size of the Canadian market. He has also had to weigh the 
effect of the Canadian tariff and the other considerations affecting his cost of 
production in Canada. By producing in Canada, the cost of the tariff can 
be avoided. In earlier years, preferential tariff access to Commonwealth mar- 
kets was also an important factor influencing the location decisions in some 
industries, since it increased the markets open to Canadian production. 

Canadian labour costs, in comparison to those in the United States, may 
have been a less important factor in attracting manufacturing activity to 
this country, despite somewhat lower wage rates in Canada. This is primarily 
because the lower wage rates have tended to be offset by the lower produc- 
tivity of Canadian industry. The lower levels of productivity have been 
partly due to the less efficient industrial structure in Canada and to the 
tariff, which has helped encourage such a structure. Wage rates and produc- 
tivity vary from region to region and industry to industry in Canada and the 
United States. The comparison of labour costs between Canada and the 
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United States of interest to the investor is the comparison in the particular 
industry in which he is located, taking account of the regions in the United 
States or Canada in which he might conceivably produce. 

The costs of manufacturing in Canada are also affected by the price of 
materials and machinery and equipment, which tends to be substantially 
higher in Canada than in the United States—which is in part also due to the 
Canadian tariff. 

Production costs in Canada are also affected by the availability and 
efficiency of the Canadian economic and social infrastructure—the transporta- 
tion and communications system, the educational facilities, and so on. 
Adequate facilities of this nature are generally available in Canada, tending 
to make investment more attractive and more profitable. 

Non-cost factors are also important. The relative political stability in 
Canada has made it easier for the foreigner to have confidence that there 
would be no government takeover of his investment without compensation. 
The absence of government restrictions on foreign investment in manufac- 
turing, and the freedom of the manufacturer to repatriate earnings and capital 
on his investment, are further factors that add to the attractiveness of 
locating productive facilities in Canada. 

Marketing factors also influence the investment decision. For products 
which require after-sales service, the manufacturer has an added incentive to 
locate some facilities in Canada. In other cases, the need to be “in the 
market” may encourage investment, e.g., in cases where it is very difficult for 
the foreigner manufacturing to get access to critical wholesale or retail outlets 
in Canada unless he is producing in Canada. If adaptation of prod- 
ucts to local tastes is an issue, this marketing requirement may be further 
strengthened. 

Transportation costs can also be a consideration in leading the foreign 
manufacturer to invest, rather than to trade. The importance of transportation 
costs will, of course, vary from case to case, depending on the nature and 
value of the product, the distances involved, the kinds of transportation 
facilities available and the myriad of other factors relevant to assessing rela- 
tive transportation costs. 

The policies of the home government and other foreign governments can 
also influence investment decisions. For instance, special tax rates may be 
offered by foreign governments to encourage manufacturing firms to export 
from their home base, rather than to market through investment abroad 
(even though this may raise the issue of dumping). Restrictions can also be 


‘imposed on exports of capital with the same objectives in mind. Conversely, 


for processing or fabricating activities which are particularly likely to pollute 
the environment, home countries may provide incentives to invest and carry 
out a part of the production activities abroad, rather than at home. 

In addition to cost and marketing factors, and the attitude of the host 
government, the decisions about whether to invest or trade may depend 
on the particular circumstances of the foreign manufacturer. He may have 
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reached a.threshold in his operations at home and be seeking an opportunity 
to market his distinctive capacities abroad through trade or foreign direct 
investment. If he has unused capacity at home, he may be less inclined to 
invest in the establishment of additional production capacity abroad and 
rely more on opening new markets through exports. 


Factors Shaping the Characteristics of 
Foreign Direct Investment in Manufacturing 


The same factors which help determine if foreign manufacturers will 
market their goods through investment, rather than trade, are also among the 
most important factors shaping the nature of the investment. They include: 
the economies of scale in the various functions performed by the firm; factors 
affecting costs in Canada, especially the tariff; marketing considerations; 
and, finally, the operation of the international market-place. 

Those functions which do not require production in very large volume 
to achieve the minimum efficient scale for economic operation are likely to 
be those which a manufacturer will first consider undertaking abroad, de- 
pending, of course, on the size of the foreign market. I€_ functions of this 
volume are to be found in the advanced stages of production—in assembly 
operations, for example—then the investor will be inclined to locate those 
facilities in foreign markets most quickly. 

Secondly, the Canadian tariff has an important bearing on the nature 
of the investment. On the whole, the tariff has tended to offer protection 
across a very wide range of manufacturing activity, rather than concen- 
trating protection in some areas and leaving other large areas of manufactur- 
ing activity entirely open to imports. This has meant that the tariff has en- 
couraged the foreigner to manufacture or assemble his entire product range 
in Canada, rather than having his Canadian plant specialize in producing one 
product for the Canadian and international markets. 

Furthermore, the tariff is structured so that the highest rates are nor- 
mally on the most fully manufactured items, even though there are important 
exceptions. The effect of having nominal tariff rates which escalate with the 
increasing degree of manufacture is to put the highest rates of effective 
protection on the finished product. This means that the incentive to locate 
production is greatest for the latter stages of activity. 

If Canada in its earlier days had pursued a competition policy which 
recognized both the importance of economies of scale and the need to have 
alternative suppliers to create market pressures for efficient production and 
dynamic innovation, then any anti-competitive effects of the Canadian tariff 
could have been either mitigated or avoided. But Canadian competition 
policy has not been structured in an effort to any anti-competitive effects 
of the Canadian tariff. Indeed, it has done little to compensate for any anti- 
competitive effects of the tariff and the resulting scope for investors to pro- 
duce in Canada at costs which are not competitive internationally while still 
earning a reasonable rate of return on their investment. 
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To the extent that marketing factors are important, they do not require 
the investor to locate the full range of his activity in Canada. Indeed, he may 
only require some of the later production steps to be near the ultimate 
customer in order to provide after-sales service or to determine the need for 
adaptation. Transportation costs, in general, seem to be greater on higher 
priced finished products than on various inputs. To the extent that they are 
important, and their importance has been diminishing for some time, they 
also encourage investment in Canada at the later stages of production. 

The extent and nature of foreign direct investment in Canada is also 
influenced by the global objectives of the foreign investor—particularly in 
the case of the multinational enterprise (MNE)—and by the operation of the 
international market-place. The competitive forces working in the interna- 
tional market-place to allocate investment are often distorted by the inter- 
vention of government. They may also be distorted by the nature and structure 
of the MNE itself, which is frequently heavily shielded from competitive 
pressures by the oligopolistic structure in various industries. 

The international firm often has a combination of objectives, as noted 
earlier. It may, therefore, make investment decisions which are not based 
simply on a comparison of the underlying costs of producing in the different 
economies in which it does business. Furthermore, the speed with which it 
adjusts to cost differentials may be slower than would be justified by the 
cost comparisons alone. Investing abroad generally carries with it an added 
element of risk, which a firm may only feel justified in taking if the cost 
differential is significant. 

When the investing firm has a degree of market power, it may be able 
to invest in order to prevent new competition from springing up, or to fore- 
stall or offset an investment decision by an international rival. Although 
this may not necessarily be the best means of generating maximum short- 
run profits, or be responsive to differences in costs of production, the deci- 
sion to invest may well be warranted in view of the firm’s longer term growth 
or market position objectives. In deciding this, the investor may be locating 
economic activity based on criteria other than immediate cost considerations 
alone. 

Furthermore, once a firm with a degree of market power has made an 
investment in production facilities in one country, it may not be profitable 
for it to duplicate these facilities elsewhere in response to changing com- 
parative costs. With its committed investment, it may be more profitable for 
it to remain in the higher cost jurisdiction. Some companies, however, may 
fail to take advantage of significant cost advantages in other countries simply 
because of inertia. Faced with rising competition from such areas, these com- 
panies may eventually call on their home government to provide them with 
increased protection to enable them to remain in business. 

Some firms, particularly in high technology industries, are constantly 
innovating and doing so from the home base. Owing to the relatively short 


402 


life span of some of their products, they are constantly living in the short 
run. By the time sufficiently large markets have been built up abroad to 
justify some investment in foreign markets, new products are coming on 
stream. Therefore, they may never find it necessary or attractive to invest 
abroad to any great extent. 

Alternatively, if the life span of the product is long enough to justify 
foreign investment, the different economies of scale for the different functions 
and activities which go into the making of the end product may mean it 
invests only in certain activities abroad. For example, an inventor is often 
ready to establish a Canadian assembly plant before he is ready to manufac- 
ture components in this country. This tendency will be reinforced if he has 
under-utilized capacities at home for the manufacture of components, thus 
further increasing the likelihood that the investment will be restricted to 
assembly in Canada, with components or other inputs supplied from-produc- 
tion abroad. 

These factors taken together may mean that investment decisions of the 
foreign firm are not necessarily responsive to changes in long-run cost and 
efficiency of different national economies. Nevertheless, such decisions may 
make perfectly good sense, since the investor is intent on maximizing his 
objectives based on the time horizons which seem to be most relevant to his 
business. 

The subsidiary of the MNE, especially during its earlier years in Canada, 
may also know less about its new environment than its Canadian competitor. 
It may be less aware of the availability of Canadian components and serv- 
ices and more cautious about dealing with these unknowns. Thus the sub- 
sidiary may choose to use the same advertising or engineering services as 
the parent without even canvassing the possibilities of finding Canadians 
who can do the same job. This tendency can be reinforced by the desire of 
the parent to exercise control over its world-wide operations. 

The capacity of the international businessman to partially subordinate 
his short-term goal of minimizing costs to the pursuit of longer term 
economic objectives—such as growth, market dominance and security— 
is thus determined in part by the way in which the international market- 
place allocates resources. When it is efficient, activity tends to be located 
in the countries with lowest costs. But the market-place in many instances 
does not work this way. Many industries in which foreign direct investment 
in Canada is high are also ones characterized by oligopolistic structures in- 
ternationally. Such industries tend both at home and abroad to be dom- 
inated by relatively few firms in a position to wield strong market power. 

Even the maximization of profits for firms with strong market power 
need not entail maximum production levels and/or minimum unit costs if 
the firm is able to charge higher prices for lower levels of output. As a result 
of the relationship of more favourable revenues to costs at such a restricted 
level of output, the firm may be able to realize substantially greater profits 
than could be gained through increasing sales by lowering prices. 
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Governments also intervene in the process by which resources are allo- 
cated internationally in order to increase the contribution that firms within 
their jurisdiction make to the attainment of national objectives. Restrictions 
on trade and on capital movements, as well as measures designated to in- 
fiuence the location of economic activity—such as the United States Do- 
mestic International Sales Corporations (DISC) legislation, location grants, 
tax privileges and government procurement regulations—have an impact 
upon the decision-making of these large firms. The result of such inter- 
vention by governments is to further distort the normal forces of the market 
and the role it might otherwise play in the international allocation of re- 
sources. For instance, foreign tariffs are typically higher on finished goods 
than on raw materials and semi-manufactured goods, thus restricting the 
export opportunities of Canadian manufacturers of finished goods. Foreign 
government tax law may subsidize foreign investment by its nationals in 
resource exploitation, but make such investment relatively less attractive in 
manufacturing. Capital restrictions may similarly encourage or discourage 
direct investment abroad, depending on the nature of the investment. The 
pursuit of such policies by foreign governments may, in turn, have an im- 
portant bearing on the structure and nature of the Canadian economy. 

Even if public policy were directed to making the Canadian manu- 
facturing sector much more cost competitive, there is no assurance that 
business firms would favourably respond in the way that would be expected 
on the basis of classical economic theory. This is due to the distortions 
in the international market-place resulting from government interven- 
tion and the structure and nature of the MNE—particularly those within 
industries that are highly oligopolistic. As a result of such distortions, the 
competitive conditions in many industries are simply not sufficiently free 
for the classic theories on resource allocation to apply effectively, thus en- 
suring that Canada will have the investment and industrial structure which 
is in keeping with its economic potential. This does not mean that the goal 
of lowering costs and increasing efficiency should be ignored, nor that prog- 
ress toward that goal will not play a part in resolving Canada’s economic 
problems. Reducing costs and increasing efficiency may be only a partial 
answer, however, to the problems posed by the industrial structure of the 
economy and the nature of foreign direct investment in Canada. 

In summary, the nature of foreign direct investment in manufacturing 
reflects the distinctiveness of the foreign manufacturer and a number of other 
factors—the objectives of the investor, the cost competitiveness of the Cana- 
dian economy, Canadian and foreign government policies, marketing con- 
siderations, economies of scale in different function, the relative costs of 
transportation at different stages of manufacture, and the operations of the 
international market-place. 

These various factors interact in a way which has produced the structural 
characteristics of the foreign direct investment in Canadian manufacturing. 
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The key characteristics—truncation and the miniature branch plant replica— 
are explored more fully below.? 


Truncation and Marginality 


Perhaps the most common characteristic of foreign investment in manu- 
facturing is its truncated nature. A truncated firm is one which does not 
carry out all the functions—from the original research required through to 
all the aspects of marketing—necessary for developing, producing and market- 
ing its goods. One or more of these functions are carried out by the foreign 
parent of the Canadian firm. 

There are several reasons for a parent to truncate the operations of its 
foreign affiliates. Truncation may be necessary to enable the parent company 
to achieve the maximum economies of scale inherent in the centralized 
functions which it performs, thus constituting an efficient international distri- 
bution of corporate activity. It may be most efficient, for example, for the 
parent to undertake all the research and development of the international 
enterprise, rather than having part or all of it undertaken by subsidiaries. 
Truncation of the subsidiary’s operations in Canada may also come about 
because the foreign parent or some of its affiliates in other countries have an 
under-utilized capacity to supply inputs required by the Canadian firm, such 
as components or services. Truncation of the Canadian subsidiary may seem 
advisable to the foreign parent to minimize the investment risk, to reduce 
the danger of making available training and know-how to Canadians who 
might subsequently employ it to become a competitor, or to give the parent 
maximum flexibility to draw off profits from the subsidiary through royalties 
or management fees or the prices charged for inputs supplied to the Canadian 
operations. 

° “Truncation” is a term used to describe the nature of a subsidiary which does not itself 
carry out all the major functions usually associated with a modern corporate enterprise. The 
degree of truncation may vary substantially, depending upon the extent to which these func- 
tions are performed by the parent and/or other affiliates and the extent to which they are 
performed by the subsidiary in Canada. In one case, the parent may reserve to itself all the 
major managerial decisions, research and development and a variety of other functions. The 
parent may deny the subsidiary the right to export and require the subsidiary to accept from 
it a number of components and other inputs. Alternatively, the subsidiary may be permitted 
greater scope for undertaking management decisions within its own domain and some degree of 
research and development on its own. It may be internationally rationalized, producing part 
of the product line of the enterprise for sale in Canada and in the parent’s markets abroad, 
while importing the remainder of the line from the foreign parent and other affiliates. Even in 
the.case of international rationalization, the degree of truncation can vary, depending upon 
the extent to which the subsidiary plays a role in the research, development and marketing of 
the product which it produces. 

“Miniature branch plant replica” is a term used to describe a subsidiary which adopts the 
same technology and techniques as the parent to turn out a virtually identical product line. 


The scale of operation of the Canadian subsidiary is in miniature by comparison with that of 
the parent, however, because its production is almost always restricted to the smaller Canadian 


market. The miniature branch plant replica is usually highly truncated, in that many of the 


most important corporate functions outlined above are performed by the parent. The reverse ° 


is not necessarily true, however. All truncated companies are not miniature branch plant 


replicas. They may undertake some of their own research and development or their production 


may be internationally rationalized with the parent, for example. 
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Truncation normally maximizes the achievement of the global objectives 
of the parent firm and is, from its point of view, a rational business decision. 
It does not necessarily maximize the profits of the Canadian subsidiary, nor 
its contribution to the Canadian economy. Depending on which activities 
are involved, truncation may mean less production for the Canadian market, 
less opportunity for innovation and entrepreneurship, fewer export sales, 
fewer supporting services, less training of Canadian personnel in various 
skills, less specialized product development aimed at Canadian needs or 
tastes, less spill-over economic activity, and so on. 

In many instances, subsidiaries—especially those that are miniature 
branch plant replicas—do little or no research and development for most 
of their product lines. They are highly dependent upon foreign affiliates for 
the provision of certain components and services. They are often excluded 
by the parent from foreign markets even though, in some cases, these restric- 
tions only recognize what the firm already knows—that its Canadian sub- 
sidiary is not efficient enough to sell to its subsidiaries as cheaply as the 
parent can, especially when the parent can make use of existing capacity 
to produce components for sale at incremental cost to a Canadian affiliate. 

The nature and degree of truncation varies from one subsidiary to 
another. This may be the case even where there is extensive international 
rationalization of production between the foreign parent and its Canadian 
subsidiary. In one case, for example, part of the enterprise’s product line may 
be produced in this country for sale both in the Canadian market and the 
parent’s home market, while the remainder is produced by the parent for 
sale in its home market and in Canada. All of the management decisions, 
research and development and design of the product line may be undertaken 
entirely by the parent. Alternatively, however, the Canadian subsidiary may 
be given responsibility for designing, developing, and producing part of the 
product line for sale in markets both at home and abroad. 

Under this kind of rationalization, truncation is substantially reduced, 
that which remains stemming from the parental authority to make the initial 
allocation of the product line and to approve subsequent important decisions— 
new capital investment, for example. Truncation of a subsidiary does not 
necessarily contribute to economic inefficiency in Canada. It may be the 
only way for the parent to reduce costs and locate the activity in Canada. 
Unfortunately, there is no a priori way of distinguishing efficient from 
inefficient truncation, in view of the distortions both in the domestic and 
international economy. This can only be determined by examining particular 
cases. 

It is desirable to avoid or to minimize truncation where a particular 
product is important to the realization of national objectives. In those 
industries, Canada may wish to develop its own distinctiveness and to reduce 
its dependence on foreign innovation and technology so that it ‘can have full 
control over the various stages of production. In addition to economic 
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considerations, Canada is also generally better off by minimizing truncation 
for broader social and cultural reasons, including the desire for a more 
stimulating environment and the development of more interesting and 
creative jobs. 

Although it is desirable to minimize truncation, it may be particularly 
difficult to do so in industries where there is rapid product change. Short- 
run cost considerations are likely to induce the parent to supply the sub- 
sidiary’s needs for components for its new products because of the investment 
it has committed at home to the production of these components and other 
inputs. If and when the Canadian market becomes large enough economically 
to justify a component plant of its own, the product may be phased out to 
make way for a new technology coming on stream. At best, component 
manufacture is likely to be shifted to Canada only for more mature products, 
and only then if Canada is a more attractive location for production than 
other countries—including the “low wage” countries. 

There is no easy answer to this problem. In many cases this location 
decision will reflect the foreign businessman’s accurate assessment of the 
higher costs of producing in Canada. In other cases, the decision of the 
businessman may not reflect the underlying competitiveness of the Cana- 
dian economy because distortions in the international market make it more 
profitable for him to produce elsewhere, or because of a variety of factors. 

When cost considerations are the obstacle to Canadian production, the 
only solution consistent with industrial efficiency and higher living standards 
is to improve the cost structure and general efficiency of the Canadian 
economy. This, in part, is a function of various federal and provincial 
policies. Whenever these decisions about where to locate production are not \ 
based primarily on cost considerations, however, but rather reflect distor- 
tions in the international economic environment, the biases of firms engaging 
in foreign direct investment, or the policies of other governments, it may be 
possible and feasible to influence the decision through negotiations between 
the government and the firm concerned. This capacity to influence the deci- 
sion in some of these cases may stem from the fact that the firm is already 
earning or expects to earn a higher return that is necessary to retain it in 
Canada or to attract it to this country. This leaves some room for the govern- 
ment to press the firm to increase its contribution to the Canadian economy. 
In other cases, it may be possible to develop plans for rationalization which 
will reduce costs, improve the structure of the subsidiary and bring benefits 
to both the investor and the Canadian economy. In the case of a foreign 
company planning an initial investment in this country, the market oppor- 
tunities may be sufficiently strong to give the government some leverage with 
which to negotiate terms and conditions of entry that will better serve the 
interests of the economy. 

In more extreme cases the truncated subsidiary can be described as a 
“marginal” operation. This implies that the subsidiary is heavily dependent 
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upon its foreign parent. The marginality of a subsidiary is in part a result of 
the economies of scale in production and marketing style for Canada. 

By definition, marginal subsidiaries are geared to production and market- 
ing techniques which they could not sustain if they were independent Cana- 
dian firms. This constraint reflects the fact that the Canadian market, and 
even the Canadian market and accessible export markets, would not be large 
enough to provide the economies of scale to permit an independent Cana- 
dian firm to do business in the way that it does as part of an international 
firm. For instance, a Canadian subsidiary of a foreign company may be 
locked into a rhythm of technology and design change which it likely could 
not afford if it were entirely independent. As subsidiaries, they only have 
to bear some small proportion of the overhead costs involved in doing busi- 
ness in this way. Should the Canadian subsidiary’s links with its parent be 
cut, it would experience substantially higher costs per unit of output if it 
attempted to continue its former style of operations. It would, therefore, have 
to radically alter its method of operation or perish. So long as it retains its 
international affiliation, the subsidiary is dependent entirely on the inputs of 
design, technology and the marketing techniques of the parent. 

A marginal subsidiary, just as is true of less truncated firms, may be a 
highly efficient operation. It is in the nature of the marginal operation, how- 
ever, that it is very heavily dependent on its parent and lives off its technology, 
design and marketing methods. The subsidiary does not do research into 
the kinds of production techniques most suited to the relative cost of factor 
inputs in Canada and the size of the Canadian market. No effort is made to 
find techniques which reduce the costs of production for the volume of 
output appropriate to the Canadian market. Marketing methods are not 
geared to the size of the domestic market and income levels of Canadians. 
They are simply transmitted from abroad. In industries in which foreign 
firms dominate, they may be imposing a method of production and of doing 
business on Canada which are not the most appropriate for the Canadian 
economy. As a result of the market power they are able to exercise, however, 
the subsidiaries involved may be able to prevent the emergence of Canadian 
firms making competing products. 

The concept of marginality also has an important bearing on the 
argument that Canada should, as part of basic policy, “buy back” the bulk 
of foreign owned or controlled companies in this country. In the case of 
many manufacturing subsidiaries, at least, this is generally not feasible 
because the body is not of much use without the brain and other vital organs 
and they are abroad. The subsidiary—the body—may be worth a lot to the 
parent which controls it. But left on its own, it would wither away. 

The distinctiveness of a foreign investor tends, if introduced through for- 
eign direct investment, to enter as part of a total investment package. The 
investor may have some distinctive technology or a distinctive product, but 
through direct investment operates a Canadian subsidiary which is tied to 
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the parent for more than simply the distinctive element. Other inputs such 
as components, supplies, capital and managerial direction may all be 
attached to the distinctiveness. These other elements may be neither distinctive 
nor efficient, but be “tied in” to the package. Similarly, restrictions on export 
opportunities or procurement freedom may also be attached as a condition 
imposed on the host economy for access to the distinctive element. 

The tied package may be expensive. It may also retard the development 
of indigenous Canadian capacities in functions related to the activity on which 
the investor’s distinctiveness is based. In so doing, it can prolong the special 
return to the distinctiveness obtained by the investor, as Canadian competitors 
are not likely to emerge if the surrounding support functions which may be 
important in developing a competing distinctiveness are not given an oppor- 
tunity to grow and mature in Canada. 

If the distinctive capacity could be obtained without the other ties or 
restrictions, the Canadian economy might be better off in many cases. 
Licensed importation of technology, joint venture participation by Canadians 
and the reduction of restrictions are all possible techniques for severing the 
package where this can be beneficial for Canada. 


The Miniature Branch Plant Replica 
and Rationalization 


Although it constitutes a simplification of the situation in the real busi- 
ness world, foreign controlled manufacturing firms can generally be described 
either as “miniature branch plant replicas” or “rationalized”. In reality, of 
course, the way in which such firms operate may vary widely between these 
two extremes. The miniature branch plant replica is a shorthand way of 
describing subsidiaries which produce in their Canadian plants most or all of 
the product range and the variety of models of their parent, and which 
carry out these production activities using the same production techniques as 
the parent. 

Rationalized firms normally restrict their activity to particular lines 
within the production range of the foreign firm with which they are associated 
and may even restrict themselves to particular functions (e.g., production 
only) in those lines in which they specialize. 

A number of factors help to account for the frequency with which the 
miniature branch plant replica is found in Canada. One is the Canadian 
tariff which, as already mentioned, provides an inducement to foreign manu- 
facturers to locate a large range of their product lines in Canada. 

The foreign manufacturer has sunk costs in each of the products and 
models in his range. Owing to his sunk costs in research, development and 
design, it makes sense for him to use the same production methods in 
Canada as he has developed elsewhere. Accordingly, once he finds that the 
costs of importing imposed by the Canadian tariff and transportation are 
together greater than the savings which he would obtain from specializing in 
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production of some lines and importing others, he normally has little induce- 
ment to undertake the necessary capital expenditures to develop new produc- 
tion techniques suited particularly to the Canadian market size. The miniature 
branch plant replica results. The same products and models are made in 
Canada as in his home base using the same production techniques. 

The relatively high levels of effective protection afforded by the tariff in 
some industries increase the landed price and, therefore, the potential volume 
of imported goods in competition with domestic products. Although of less 
significance, the absence of a vigorous domestic competition policy has also 
helped to reduce the likelihood of low priced domestic competitors emerging. 
The prevalence of international oligopolies in many of the same industries 
protected by tariffs might tend to perpetuate such conditions even if these 
tariff barriers were lowered and the opportunity for competition from abroad 
increased. These factors help make it possible for subsidiaries to produce 
profitably at high costs and makes the miniature branch plant replica a viable 
form of business operations. 

In other cases, frequently because of Canadian government intervention, 
the operations of Canadian manufacturing subsidiaries may be rationalized in 
various ways and degrees. The production of certain products or models may 
be undertaken by the subsidiary for sale in Canada and for export abroad, 
with the remaining lines being imported from the foreign parent or another 
affiliate. Rationalization can involve the subsidiary specializing in the produc- 
tion of one or more components for the parent. It can involve the subsidiary 
being given full responsibility for the development, production and marketing 
at home and abroad of a particular product or line. Or it can take some other 
form within this broad spectrum. In general, rationalized subsidiaries operate 
more efficiently than subsidiaries which tend towards the miniature branch 
plant replica form because they are better able to achieve the economies of 
scale which are available. 

So long as the Canadian affiliate of the foreign manufacturer has to pay 
a significant duty on imports of part of his product line, there is little incentive 
for him to rationalize. Even if Canadian duties were reduced on certain 
items, it is by no means certain that rationalization would occur. The possi- 
bility of intra-firm rationalization across international borders could continue 
to be affected adversely by the tariffs and restrictions which other govern- 
ments impose upon imports of manufactured products. Rationalization 
between foreign controlled Canadian subsidiaries or between a subsidiary and 
an independent Canadian firm, is even more difficult to achieve through the 
use of general economic policies. Once a foreign manufacturer has made 
heavy expenditures on the development of a range of products, he will want 
to market all of them in Canada. He has no reason to stop selling any 
of his products in Canada unless and until one of his competitors is able 
to sell in Canada at such low prices that it is no longer profitable to remain 
in that product. 


410 


However, if and when market forces lead to the creation of a firm able 
to specialize in one of the lines made by the miniature branch plant replica, 
and to enjoy the benefits of economies of scale in its production, the miniature 
branch plant replica may no longer find it viable to continue the existing 
high cost production of that line. This kind of pressure can force the sub- 
sidiary to reassess its own production activity and to look for longer runs. But 
so long as foreign government import restrictions exist, the Canadian sub- 
sidiary has little opportunity or incentive to rationalize in a way which would 
involve export to the various markets of its parent. 


Conclusions 


Three principal conclusions follow from the analysis above. The first is 
that foreign direct investment in manufacturing is essentially an industrial 
phenomenon. The foreigner has a distinctive product or technology he is 
able to sell in Canada. He has to decide if he should market his distinctiveness 
through trade or investment. This decision is not based mainly on the avail- 
ability and cost of capital in different countries, but rather on the non-capital 
factors which have been discussed above—tariffs, transportation costs, labour 
costs, marketing considerations, political stability, the competitiveness of the 
international environment, and so on. As an industrial phenomenon, foreign 
direct investment involves a package which includes a saleable product, tech- 
nology and production method, management, a marketing strategy (including 
a mixture of costs and benefits associated with that strategy) and capital. 

Secondly, the truncated nature of foreign direct investment in manu- 
facturing and the frequency of the miniature branch plant replica are in- 
fluenced by a myriad of factors, some of which are under the control of the 
Canadian government—such as tariff and competition policy—and others 
which are beyond the reach of the policy instruments now employed by the 
government. 

Thirdly, the foreign investor can frequently earn a larger return than the 
minimum required to attract him to Canada and induce him to remain here 
—often because he is well insulated from competitive pressures. His distinc- 
tiveness may give him some market power. If he is in an industry which is 
concentrated internationally, his position is further strengthened because of 
the limited degree of global competition. In industries where the Canadian 
competitive environment is weak, he is further shielded. Government policies 
affecting international trade and investment also affect competition—and 
hence his market power. The fact that he earns an attractive return on his 
investment may mean that there is scope for improving the net benefits to 
Canada from foreign direct investment without driving away the investor. 
In addition, however, there may be scope for making the operation of the 
foreign controlled firm more compatible with Canada’s industrial objectives 
in ways that do not reduce the benefit to the foreign investor—through ra- 
tionalization, for example. 
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THE NATURE OF FOREIGN DIRECT INVESTMENT 
IN NATURAL RESOURCES 


The factors which account for the high level of foreign direct invest- 
ment in Canadian resources are related both to the objectives and circum- 
stances of the investor and to the circumstances of the Canadian environment. 

The investor frequently wants secure access to raw or semi-processed 
materials for his processing or fabricating plant in the United States, Europe 
or Japan, prompting him to establish a vertical corporate chain leading back- 
ward to his source of supply. Canada’s abundant natural resources and relative 
political stability help attract foreign investors who are interested in obtain- 
ing a secure and ample source of supply. Inthe case of United States inves- 
tors, geographic proximity may be a further consideration. 

The cost of resource extraction will also influence the investor. The 
economies of any particular investment will accrue as a result of a host of 
factors—for instance, the grade of ore, the costs of extraction, costs of 
transporting to markets, and so on. 

Compared to some other countries which are rich in resources, Canada 
seems to be relatively advanced in its ability to provide investors with the 
infrastructure—roads, railways, airstrips, wharves—and the skilled technical 
personnel required for exploration and development. This, of course, has 
an important influence on the costs of extraction and transportation. Indeed, 
the availability of these factors—combined with the shortage of large pools 
of Canadian capital and Canadian entrepreneurship, and the problems faced 
by an independent Canadian enterprise in obtaining markets abroad—has 
contributed in substantial measure to the large inflow of foreign direct invest- 
ment in Canadian resources. 

Low Canadian taxes on resource extraction may also be important in 
some cases in drawing foreign investors to this country. In other cases, how- 
ever, lower taxes may simply provide a gratuitous benefit to foreign investors 
who would be quite prepared to extract Canadian resources without special 
tax concessions. 

The foreign investor may invest in Canadian resources to tie up supplies 
for the future, either with the aim of precluding indigenous Canadian devel- 
opment of the fabricated or manufactured products which he makes and/or 
to pre-empt supplies which his international competitors might otherwise 
be able to secure. 

All these reasons help explain why foreigners have frequently been 
prepared to invest in Canadian resources. They also help explain why they 
have often integrated backward to the raw material supply, namely to 
protect their investment in processing, fabricating and manufacturing abroad. 

In general, foreign direct investment in resources tends to be accom- 
panied by less and less production activity in Canada as one proceeds from 
the extraction stage through to the milling, smelting, refining, fabricating and 
manufacturing stages, with more and more of these latter processes being 
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undertaken abroad. Large amounts of resources are exported in relatively 


“unprocessed forms. Forward vertical integration to the smelting and refining 


Stages by foreign controlled companies whose primary interest initially was 
extraction of resources is not uncommon, but fabricating and final manu- 
facture is not a common phenomenon—except in the case of enterprises 
producing for domestic consumption. 

In part, this reflects the raison d’étre of many of the investors. They 
are integrating backward to get secure supplies for the fabricating and manu- 
facturing facilities they already have abroad. From the firm’s perspective, 
the decision not to process or to fabricate or to manufacture in Canada may 
be eminently sensible. This can mean that even where Canada is cost com- 
petitive in fabricating and manufacturing, the investor will continue to insist 
on this activity being conducted outside of Canada. 

Reinforcing this position are the tariffs and other restrictions which 
most foreign governments impose on imports of fabricated and manufactured 
products. By allowing the import of raw materials duty free, and allowing 
in only partly processed goods at very low tariffs, other governments provide 
a fairly substantial degree of effective protection for the more fully processed 
items which are made in their countries. The high level of Canadian manu- 
facturing costs, compared to the United States, and some gaps in domestic 
entrepreneurship, are additiona! but less important factors in discouraging 
forward vertical integration to the fabricating and manufacturing stages in 
Canada. 

A less protectionist Canadian tariff structure and more competitive 
environment in Canada would reduce manufacturing costs in this country. In 
addition, Canadian tax policy could be altered in a way which might make 
it relatively easier for manufacturers—and relatively more difficult for re- 
source exploitation firms—to raise capital. Higher taxes on resource extrac- 
tion would presumably reduce the profitability of some projects sufficiently to 
reallocate capital resources of the lending institutions. But these steps would 
do little by themselves to encourage more fabricating and manufacture in 
Canada for export. So long as the tariff and non-tariff barriers of other gov- 
ernments are more restrictive against imports of more fully processed items 
and investors are mainly interested in secure supply of raw and processed 
material for committed investment elsewhere, a different mix of Canadian 
public policies would be required to achieve this objective. Such a policy 
mix must take account of the varying circumstances and needs of the in- 
vestor, the degree of Canada’s market power in particular resource industries 
and the feasibility of fabricating and manufacturing in Canada at com- 
petitive prices in the event that it is possible to get such activity located in 
Canada. This requires a flexible approach—one which recognizes that cir- 
cumstances can vary from one case to the next over time, and which takes 
account of the problems of getting access to foreign markets for more fully 
processed products. 
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NATURE AND CHARACTER OF THE MULTINATIONAL ENTERPRISE (MNE) 


The multinational enterprise is the institutional embodiment of foreign 
direct investment by a single firm in several countries. The general deter- 
minants of direct investment apply also to the growth of the MNE. In manu- 
facturing, the MNE generally invests abroad to obtain a greater return on its 
distinctiveness than it could by exporting. In the resource industries, the 
MNE tends to invest to obtain assured supplies for processing or fabricating 
facilities in the home or other markets. While not all foreign direct invest- 
ment takes place within the multinational structure, the MNE is becoming in- 
creasingly significant as the vehicle for international flows of goods and 
services, capital and technology. 

It is possible to view the MNE as a vehicle for reducing economic dis- 
parities between nations and improving world standards of living, in much 
the same way as international trade. But international markets have not been 
left sufficiently free to yield this outcome. Governments intervene, as noted 
earlier, restricting and distorting the play of competitive forces. MNE’s have 
private objectives and biases’ which may further hinder competition. Further- 
more, although the multinational enterprise was initially most significant 
as a vehicle for resource extraction in developing countries, the growth of 
the MNE in more recent years has been in manufacturing, with one industrial 
economy frequently investing in another industrial economy at a comparable 
stage of development. 

The multinational enterprise establishes its profits, growth, market posi- 
tion and other objectives in terms of its world-wide operations. It is prepared 
to locate production initially in one country rather than another, or to shift 
existing production from one jurisdiction to another, in response to these 
objectives. But it is also important to recognize that despite their international 
perspective, most MNE’s remain essentially national in character. The major 
single block of assets, sales and employment generally remains in one coun- 
try. Senior management and the largest blocks of shares similarly are located 
in that one country. Therefore, in making these location decisions, the 
MNE will not only reflect cost, marketing and various other considerations, 
but also whatever degree of national bias it retains. 

In contrast, national governments, including the Canadian govern- 
ment, are concerned about maximizing domestic objectives. These include 
the need for high levels of domestic employment, rising real incomes and the 
reduction of regional disparities. While this no means implies that there 
will be continuous difficulties between the MNE and the nation state, it inev- 
itably does raise the likelihood of some conflict between the two as each 
pursues its objectives. 

Government policy must recognize that the leading firms in many in- 
dustries may be multinational in scope. It must also take account of the 
possibility within certain industries of encouraging the development of Cana- 
dian-based MNE’s, recognizing the advantages in being home to the MNE, 
rather than host. 


414 


Even if there were more Canadian-based MNg’s, however, that would 
not change the fact that there are a very large number of foreign based MNE’s 
doing business in Canada, and that there can be, and often are, conflicts 
between the interests of the MNE and the Canadian government. To increase 
national control over the domestic economic environment, it would be 
necessary for the government to increase its ability to control or influence 
the activities of the multinational enterprise. This would require that means 
be developed to prevent MNz’s from frustrating domestic policy by closing 
any existing gaps in present laws, improving the efficiency and cost competi- 
tiveness of the economy generally, by more direct intervention on the part of 
government where necessary, and by cooperative international action in some 
cases. 


THE IMPACT OF FOREIGN DIRECT INVESTMENT ON THE 
ACHIEVEMENT OF NATIONAL OBJECTIVES 


FOREIGN DIRECT INVESTMENT AND THE 
GENERAL ECONOMIC ENVIRONMENT 


In the previous section of this chapter, the focus was on the part played 
by the domestic and international economic environment and by the economic 
policies of Canadian and foreign governments in shaping the structure of 
foreign direct investment. The discussion below focuses on the way in which 
the nature and operation of foreign controlled firms in this country affect the 
ability of Canadians to achieve their national objectives. 

In trying to assess the impact of foreign direct investment in relation 
to Canada’s national objectives, however, it is often difficult to distinguish 
between the impact resulting. from that investment itself, the impact of the 
general economic environment in Canada, and the impact of the policies of 
Canadian and foreign governments, which, in turn, help to shape that environ- 
ment. This poses an unavoidable problem because of the nature of foreign 
direct investment which is itself heavily influenced by the general economic 
environment and, at the same time, exercises some influence of its own on 
the environment. 


NATIONAL OBJECTIVES 


One of the underlying purposes of this study is to evaluate the impact 
of foreign direct investment on certain national-objectives, including: 
—political independence and sovereignty of the nation; 
—ising living standards and strong economic growth, both nationally 
and regionally; a 
—opportunities for the meaningful employment of all Canadians; 
—improvement in the quality of life. 
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The part played by foreign direct investment in relation to each of these 
objectives can be assessed by examining the impact of such investment on 
the following, each of which has a bearing upon one or more of the four 
national objectives listed above: 

(i) the level of economic activity, including both output and employ- 

ment; 

(ii) productivity; 

(iii) wage and income levels; 

(iv) tax revenues; 

(v) the nature of the competitive environment; 

(vi) the nature of the nation’s industrial activities; 

(vii) gaps or deficiencies in indigenous capabilities; 
(viii) domestic control of the national economic environment; and 

(ix) culture or “way of life”. 


Effects of Foreign Direct Investment 
on the Level of Economic’ Activity 


It is very difficult to quantify with any precision the past contribution 
of foreign direct investment to the level of economic activity and employment 
in Canada. For one thing, there is no way of knowing if Canadian entre- 
preneurship would have matured more rapidly in the absence of foreign 
direct investment; nor is it possible to know if the state would have inter- 
vened more actively to bolster Canadian economic performance. However, 
such studies as have been done by others—and they involve numerous 
qualifications—tend to suggest that the overall impact of foreign direct 
investment on economic activity has had a moderately favourable impact.’ 

The concern in this study, however, is not that of assessing the aggregate 
impact of foreign direct investment from a historical perspective. It is 
concerned, instead, with attempting to determine whether foreign direct in- 
vestment might have contributed more than it actually has to Canada’s 
growth, living standards and employment levels if there had been a different 
mix of national policies and if foreign investment could contribute more in 
the future with a different mix of policies. 

Foreign direct investment often leads to an increase in the overall 
level of economic activity, particularly where the investment in question 
involves the undertaking of a completely new business venture. It is less 
likely to have the same result if the investment is for purposes of taking 
over an existing Canadian concern. The actual impact will vary from case 
to case, depending on a wide variety of factors: the way in which the Cana- 
dian resources used (human, capital, materials, etc.) might have been em- 
ployed in the absence of the foreign direct investment; the level of employment 
and rate of inflation in the region in which the investment is made; the impact 


* Rudolph G. Penner, “The Benefits of Foreign Investment in Canada, 1950 to 1956” 
Canadian Journal of Economics and Political Science, vol. XXXII, no. 2, May 1966. 


416 


| 


\ 


on the exchange rate; the nature of the activity (e.g., resource earactions 
versus manufacturing); the capital intensity of the production process, 
and the multiplier effect of the investment. And even where the impact is 
positive, it is pertinent to consider whether the increases in the quantity 
and quality of activity and employment were the maximum which could be 
obtained in that case. 

Two interrelated aspects of foreign direct investment which bear very 
directly on the contribution to the level of economic activity are the degree 
of truncation associated with the investment and the extent to which its op- 
erations are rationalized. In cases where foreign direct investment results in 
incréases in exports and/or reductions in imports, the overall level of eco- 
nomic activity may be particularly enhanced. But where foreign direct invest- 
ment does not result in an increase in exports and/or where the nation’s 
imports are increased as a result of the purchase of components, service and 
other inputs from abroad by the foreign direct investor, its impact on the 
overall level of economic activity is much less certain. 

A comparison of foreign controlled and Canadian controlled firms in 
terms of their relative export performance indicates little difference between 
the two categories. In view of the extent to which foreign controlled firms 
are normally integrated into the international resource allocation process, 
and in view of the marketing power of such firms, it is perhaps surprising 
that foreign controlled firms have not performed better than their Canadian 
counterparts. The fact that they have not is due in part to the restrictions 
placed on their offshore marketing activities, either indirectly as a result of 
the extraterritorial application of foreign laws or regulations, or more directly 
—and much more significantly—as a consequence of the international mar- 
keting strategies of their parent firm. 

While the government could intervene in an effort to convince parent 
firms to remove or reduce those restrictions which they impose on the activity 
of the Canadian subsidiary, efforts to increase exports and greater domestic 
purchase of components and services also depend heavily on improvements 
in the competitiveness of the Canadian economy and on efforts to generate 
greater distinctiveness in this country. 

It has been noted that foreign controlled firms import a larger proportion 
of their total purchases of goods and services than°do Canadian controlled 


‘companies, and that this proportion seems to have been increasing in recent 


years. In may cases this high import propensity is based on sound business 
judgment. If the parent has developed a distinctive product, along with the 
appropriate components and supporting services, it is often more costly to 
the firm to have these inputs produced by local suppliers. There is likely 
to be a cost advantage resulting from economies of scale and a certain 
measure of convenience in producing such components in the manufacturing 


operations of the parent firm and exporting them to various subsidiaries. 


However, the tendency to import a large proportion of components and 


_ services may have an adverse impact on the potential level of economic 
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activity in host economies such as Canada. In addition, such procurement 
tends to retard the development of related manufacturing and service activities 
in Canada. The effects of foreign direct investment on the overall level of 
economic activity in the host economy might be significantly enhanced if the 
foreign investor could be pursuaded to obtain a larger proportion of such 
inputs in this country. Greater overall efficiency could be achieved if the 
foreign investor could be influenced to rationalize his international production 
by locating manufacturing facilities in host economies such as Canada to 
supply both domestic and international markets with a particular product 
line which Canada can produce efficiently. 

In many instances, foreign direct investment does bring with it new 
technology. The contribution of such investment to the overall level of eco- 
nomic activity could be further enhanced by the location of more research 
and development activities in Canada, provided it is economically viable and 
also provided that the commercially usable output of Canadian research 
and development activity is not exploited by the foreign parent in its pro- 
duction facilities abroad. Such exploitation would not only mean the loss 
of potential industrial activity in Canada, but also a waste of Canada’s 
scientific and technical personnel. When the fruits of Canadian research and 
development are exploited in Canada, however, these can serve as the basis 
for creation of the distinctiveness needed to increase the level of economic 
activity in Canada through production for domestic and export markets. 
Although foreign controlled firms have historically spent proportionately the 
same as their Canadian counterparts on research and development in Canada, 
recent evidence suggests that Canadian firms may now be starting to spend 
proportionately more. 

There is no way of determining without careful study, whether and to 
what extent any particular foreign direct investment may result in an increase 
in the level of Canadian economic activity and whether any increase is as 
great as it might be. Will it result in a sufficiently important contribution to 
the nation’s growth and development, when considered against expectations 
and a reasonable assessment of potential? Will it create employment oppor- 
tunities appropriate to the skills and aspirations of Canadians’? Will it trigger 
events which either multiply or counteract its initially favourable impact? 
Only case-by-case analysis can provide an answer—in whole or in part—to 
these questions. 


Influence of Foreign Direct Investment on Productivity 


Foreign direct investment may?have a positive impact on the produc- 
tivity of Canadian industry by an injection of new technology or manage- 
ment skills, or more generally by providing a stimulus to competition. More- 
over, foreign direct investment can have spill-over effects on productivity 
in related industries. Whether the economy will actually enjoy the maximum 
potential increase in its productive capacity as a result of any particular 
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foreign direct investment will depend on the nature and conditions of that 
investment and whether the Canadian market permits the subsidiary to 
realize the full benefit of the economies of scale provided. 

Where productivity advances derive from new technology, the ultimate 
size of the benefit will depend in part upon whether the technology being 
transferred is well suited for the Canadian economy. Owing to the relatively 
small domestic market, many branch plants which utilize the technology of 
their parents may not derive optimal_benefits, as the economies of scale 
available through the use of that technology may require more production 
than is justified by the size of the Canadian market. To achieve the further 
increases in productivity which are desirable, it may be necessary for the 
subsidiary to be free to export and/or to specialize in the production of 
certain product lines in order to take advantage of longer production runs 
and achieve economies of scale where they exist. 

The price charged a subsidiary by its foreign parent for a new 
technology will also influence the net benefits obtained. If the subsidiary is 
charged a high price for the technology which it receives, this may draw 
some or all of the benefits to be derived from its use out of the Canadian 
economy. 

The contribution a new technology can make to increased productivity 
in the Canadian economy as a whole depends on the speed and freedom with 


“which it can be transferred from the Canadian subsidiary to all other possible 


users in Canada. Where the terms of transfer are restrictive, as permitted 
by patent legislation, which is very often the case, many potential benefits 
are not obtained. A restrictive attitude toward technology transfer is quite 
common, for both Canadian and foreign controlled firms, suggesting that the 
difficulty in this case is at least in part in the legislation which governs patents. 

Productivity can very often be enhanced simply by the injection of 
managerial and other key labour skills. Where these skills are transferable, 
this often has spill-over effects in that Canadians in associated businesses 
may benefit from learning new ways of doing things. This notwithstanding, 
MNE’s tend to guard jealously their key personnel. Particularly competent 
Canadian managers may be transferred to corporate operations in another 
country, thereby reducing the available pool of indigenous talent. 

Foreign direct investment can play a positive role in stimulating com- 
petition in the host economy, thereby leading to significant improvements in 
productivity. In fact, the entry of a truncated foreign subsidiary may be the 
only economic means of providing competition in situations where under- 
taking fully integrated activity in Canada is simply not feasible. Conversely, 
in cases where the distinctiveness associated with a particular foreign direct 
investment effectively precludes the emergence of domestic competition, 
such investment may have undesirable side effects on that industry and its 
productivity. A foreign investment of this nature may lock the Canadian 
economy into a relationship with a foreign firm for a longer period than is 
justified by the firm’s contribution to productivity. Alternatively, it may 
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stultify the development of competing Canadian suppliers for various inputs, 
such as engineering services, by tying in the other inputs of the foreign firm 
to the distinctive parts of its investment package. Foreign takeovers of Cana- 
dian controlled firms are more likely to have an adverse impact on com- 
petition than new foreign investment. 

While technology and management can be significantly upgraded through 
foreign direct investment, especially in the short-run,_its impact on the longer 
run development of indigenous capabilities raises a much more complex ques- 
tion. In the final analysis, improvements in managerial competence and in 
the ability of the nation to generate technological breakthroughs s_ depend. to 
a large extent upon the nature of the overall social and economic environ- 
ment. To the extent that foreign ‘direct investment is relied upon to improve 
productivity, it may result in stultifying the development of indigenous capa- 
cities. This danger exists because Usp n8 in technology and managerial 
abilities frequently involve a “learning curve” process, with new achievements 
being built on past accomplishments. Accordingly, dependence upon foreign 
technological and managerial inputs can tend to become self-perpetuating. 

It is apparent, therefore, that advances in productivity are closely related 
to a number of other factors discussed in this chapter. Increasing productivity 
is crucially important for the achievement of a satisfactory rate of economic 
growth and for the creation of adequate employment opportunities, both 
quantitatively and qualitatively. Some degree of indigenous capacity to 
improve productivity is also important in order that Canada may have sufficient 
know-how to shop around for the best technology available at the most 
reasonable cost and to enhance domestic control of the economic environment 
by reducing dependency on foreign technology. The main objective of public 
policy should be to establish a mix that will continue to allow Canada to 
draw upon techniques and technology developed abroad that will help to 
improve Canadian productivity, while at the same time stimulating Canada’s 
capacity to develop its own. 


Foreign Direct Investment and Income Distribution 


Foreign direct investment often contributes to increases in the produc- 
tive capacity of Canadian labour and to the extent that this is so, there will be 
a tendancy for such productivity advances to be translated into higher wages 
and salaries. Moreover, in cases where foreign direct investment results in 
additions to the overall level of economic activity, the demand for labour 
in supporting industries will be increased—both directly and indirectly— 
thereby tending to push wage and income levels upward. 

On the other hand, where foreign direct investment is particularly capital 
|intensive in nature, as has been the case in many resource extraction and 

| processing industries, labour’s share of the value added may be relatively 
small in comparison with that enjoyed by the owners of capital. Where foreign 
direct investment of a capital-intensive nature replaces more labour-intensive 
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means of production, the demand for labour may be adversely affected. 
Truncation may also mean a relatively lower level of demand for labour— 
both directly by the firm in question and indirectly in Supporting industries— 
than would be the case in a more complete subsidiary operation, or one which 
is more rationalized internationally. 

By providing stimulus to the competitive atmosphere in a_particular 
industry, foreign direct investment may result in downward pressure on prices 
and profits. The net result in such a case would be to distribute greater 


benefits to labour through reductions in the prices of goods and services, to 


supporting industry through the stimulation of economic activity generally, 
and to the buying public. However, where foreign direct investment is 
essentially anti-competitive in its impact, it may redound to the disadvantage 
of labour, domestic supporting industry and consumers, It will also tend to 


allow a higher level of profits than might otherwise be the case. 


Ways in Which Foreign Direct Investment 
Affects Tax Revenues 


The tax revenues of the host economy may be significantly increased 
by the activities of foreign direct investors. Where such investment contributes 
to an increase in the general level of business activity, a portion of this 
increase will normally accrue through taxation to the host government, at 
least over a period of time. It may also provide employment, thereby contri- 
buting to a general increase in wage and salaries, which further expand tax 
revenues. Moreover, to the extent that improvements in technology associated 
with foreign direct investment enhance productivity, they will enable the 
subsidiary to pay increased wages or earn increased profits—or both, which 
would further augment to revenues. 

Foreign direct investment also offers opportunities for resorting to 
various “tax avoidance” techniques, most notably transfer pricing techniques 
involving inflated or artificial payments to the parent firm for various goods 
and services. The foreign controlled firm will generally find it easier than the 
Canadian controlled firm to reduce the payments of certain taxes primarily 
because of the international nature of its business affiliations. Dealing with 
this is a problem involving the application of Canadian tax law. 


Foreign Direct Investment and the 
Competitive Environment 


Foreign direct investment has, in some cases, significantly enhanced 
the competitive environment in particular industrial sectors. The stimulus 
provided. by entrepreneurially aggressive and internationally efficient manu- 
facturing firms can induce competing indigenous industrial concerns to 


innovate and achieve-higher standards of efficiency. 


On the other hand, foreign direct investment has contributed to_a 


significant reduction» in competition in those industries characterized in- 
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ternationally by oligopolistic structures. This reduction in competition would 
tend to have an adverse impact upon prices, and permit companies in such 
industries to earn higher profits than they might otherwise have been able 
to do. It may also have made it more difficult for new domestic and foreign 
firms to enter the industry. : 

This is not to suggest that foreign direct investment alone has shaped 
with a relatively ene domestic competition policy, has undoubtedly helped 
to contribute to the same result. However, a significant proportion of the 
anti-competitive impact of foreign direct investment must be related either 
to the market power of some foreign investors, which may be either rooted 
in or reinforced by their distinctiveness, or to the lack of competitiveness in 
the international market. These anti-competitive factors reduce the scope 
for domestic policy action. 

Shortcomings in the functioning of the competitive market system 
affect performances in all facets of the industrial process. As a result, econo- 
mic growth, the creation of employment opportunities, and efforts designed 
to achieve a more equitable distribution of the nation’s output, may all 
suffer. Some improvement may be achieved through the application of a more 
effective domestic competition policy. But other aspects should also be 
tackled through intergovernmental agreement because much of it is interna- 
tional in scope and beyond Canada’s ability to deal with it alone. 


Impact of Foreign Direct Investment on the 
Nature of Canadian Industrial Activities | 


Various factors influence the Canadian industrial mix, including domes- 
tic economic policies, the size of the domestic market, Canadian tastes and 
the Canadian resource base. Foreign direct investment is a further factor. 

In general, foreign direct investment seems to have led to more natural 
resource extraction in Canada than would have been the casein the absence 
of foreign direct investment. Foreign direct investment seems also to have 
affected the distribution of industrial activity within the manufacturing in- 
dustries. The discussion below will look first at the distribution between 
natural resources and manufacturing. 

It is possible that a substantial part of the resource extraction which 
has occurred in Canada would have taken place even in the absence of 
foreign direct investment. The availability of large export markets might 
have led Canadian businessmen, possibly with the assistance of foreign 
debt financing and long-term sales contracts, to carry out many of the 
projects which have been carried out by foreign direct investors. 

At the same time, it seems equally clear that other resource projects 
which have proceeded in Canada would not have done so if foreign direct 
investment had not been available, or if its entry had been restricted by the 
Canadian government. Many foreign investors in Canadian resources are 
firms that operate large processing, fabricating and manufacturing facilities 
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abroad—or some combination of such facilities. These investors have looked 
to Canada and other resource-rich countries for secure supplies of raw mate- 
rial or partly processed raw materials to feed their facilities. They prefer to 
own and control the natural resources which are to be used in their plants 
at home. If they had been prevented from making direct investments in 
Canada, some of them would have looked outside of Canada for raw 
materials, rather than enter into arrangements to purchase them at arm’s 
length from Canadian firms. The attitude of the foreigner in such cases 
would likely depend on a variety of factors, including the extent to which 
the resource was available elsewhere in the world, the political stability 
in each country where it was available, and the cost involved in extracting 
from the other jurisdictions as compared to Canada. But some Canadian 
resource extraction almost certainly would not have proceeded. 

Secondly, in the absence of foreign direct investment, a certain amount 
of resource extraction in Canada would probably not have taken place 
because of the lack of Canadian entrepreneurs to put together the necessary 
package—capital, markets, technology, and other skills. Some of the more 
costly projects, in particular, might not have proceeded because of the risks 
involved. 

The large volume of Canadian resource output that is neither processed, 
fabricated nor manufactured in this country, is not only a result of the 
policies of foreign investors, but is also a result of the policies of their home 
governments. Tax concessions are sometimes granted by the home govern- 
ment on resource development abroad and the imported raw materials 
subsequently granted duty-free entry, in contrast to the relatively high duties 
imposed on imports of goods entering the home country in more processed 
form. These factors together provide a strong inducement to the foreign 
investor to look to resource-rich countries such as Canada as places from 
which to obtain raw materials only. 

They have no particular disposition on their own to undertake any 
greater degree of further processing in Canada than is needed to obtain 
access to the raw material in its most economic form unless the economic 
advantages of additional processing in Canada become very persuasive. 

Canadian policy should aim at a balance between the development of 
resources and other sectors of the economy. Resource extraction is a capital- 
intensive business and generates few jobs directly. While the resource sector 
does help to generate other jobs indirectly, it could make a greater contribu- 
tion to employment if more processing of resources were undertaken in 
this country. 

There are practical limitations on the extent to which Canada can 
specialize in resource extraction. Theoretically, it might be argued that if 
insufficient employment were generated by resource extraction, the market 
forces would cause Canada’s wage rates to become relatively lower than 
those of its major competitors and, as a result, cause a shift in manufactur- 
ing activity to this country from abroad. It is questionable, however, whether 
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this chain of events would take place in practice. For one thing, institutional 
links between markets in Canada and the United States would retard any 
widening of the wage differential between the two countries. Moreover, some 
Canadian workers might emigrate in search of better opportunities elsewhere 
before new employment opportunities began to develop in Canada. It is 
important to recognize also that other countries with much lower wages than 
Canada already act as a magnet for manufacturing activity. In other words, 
there may well be practical problems in maintaining full employment for 
the present and future Canadian labour force if Canada concentrates too 
heavily on resource development at the expense of the development of its 
secondary manufacturing and service industries. 

There are other dangers in excessive concentration on natural resource 
extraction. The demand for natural resources tends to be somewhat cyclical. 
Relatively small changes in demand for finished products can reverberate 
backward through the distribution chain, causing very sharp increases or 
decreases in demand for raw materials. As a result, Canadian output of 
and/or prices for natural resources can fluctuate very sharply, producing 
considerable instability in the economy generally and in the small towns 
which are heavily dependent on a given resource industry, in particular. 

These factors are especially important in the context of the large demand, 
anticipated for natural resources from the United States, Japan and the 
expanded European Economic Community during the 1970's, considering 
the continued growth of the Canadian labour force expected over the course 
of the decade. While additional research is undoubtedly needed on the job- 
generating impact of natural resource extraction, it would seem—even with 
the current state of knowledge—that resource development must be kept in 
balance with that of other sectors of the economy to ensure that the expan- 
sion of employment opportunities is in line with the expansion of the labour 
force. 

The mix within the manufacturing sector is also affected by foreign 
direct investment. There is a large demand in Canada for goods of foreign 
origin. In order to get a portion of the production of these goods in Canada, 
Canadian policies seek to create a cost advantage for the foreigner in locating 
at least a portion of his production activity in Canada, mainly through the 
use of tariffs, grants and loans. 

Canada is never likely to develop and produce indigenously all or most 
of the manufactured goods desired by Canadians. It seems natural, and makes 
good economic sense, that some Canadian manufacturing activities will be 
carried out by foreign controlled subsidiaries or by Canadian controlled firms 
under licence from foreign manufacturers, and thus based upon foreign tech- 
nology and know-how. 

There are certain products which would probably never be made in 
Canada if it were not for foreign direct investment. Among these are the 
items for which research and development costs are very high. Canada may 
at times seek on a selective basis to develop a capability in a few such prod- 
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ucts; and it is occasionally ; ossible to obtain them on licence. But in many 
cases Canada would have to import such products in the absence of foreign 
direct investment. 

In practice, this means that Canada’s industrial mix is influenced signif- 
icantly by the kind of products generated in the United States. Canadian 
demand for foreign goods is heavily influenced by Canada’s proximity to the 
United States and by the advertising and cultural spill-over from the United 
States, which play a large role in shaping Canadian tastes. 

The items Canada obtains from the United States that cannot be devel- 
oped indigenously may frequently be the outcome of heavy United States 
research and development expenditures, a large proportion of them related 
to past United States defence and space programmes. 

In the absence of foreign direct investment, Canada could not afford 
to produce many of these items because of the costs of research and devel- 
opment. In the case of other products, the existing economies of scale might 
dictate the manufacture in Canada of far fewer models. Without the ready 
availability of United States direct investment, therefore, the Canadian manu- 
facturing mix might be substantially different. Greater attention might be 
focused on products developed elsewhere in the world beyond the United 
States that could be produced economically in this country. Direct investment, 
therefore, provides a vehicle for influencing the mix of products made in 
Canada and those imported. 


The Relationship Between Foreign Direct Investment 
and co in the Canadian Economy 


The provision of large pools of capital, new technology or management 

skills by foreign direct investors can compensate for gaps in the ability of 
: Canadians to undertake industrial activity on their own. It can lead to the 
establishment of activity in Canada which would not otherwise be undertaken 
here. It can free Canadian resources for alternative uses in which they can 
be more efficiently employed. In short, it can increase Canadian productivity 
‘and real incomes, as well as ‘enhance the diversity of choices available to 
Canadian users _and-consumers. 

The filling of gaps through foreign inputs may reflect sound resource 
allocation based on international specialization and the existing economies 
of scale. Obtaining the needed input through foreign direct investment may 
be the cheapest source for the Canadian economy, and the resultant trunca- 
tion may be entirely rational in economic terms. 

Conversely, however, foreign investment may result in increased costs 
being imposed on the Canadian economy. This can occur in four basic ways. 
The foreigner may be able to charge the Canadian economy more than the 
input is reasonably worth (or more than an alternative procurement source), 
drawing an excessive return in a variety of ways, such as dividends, interest 
payments, management fees or royalties. He could increase the cost to the 
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Canadian economy by imposing restrictions on export markets. He could 
also increase the cost by tying inputs into his investment package which the 
Canadian economy could provide more cheaply. Lastly, the foreign investor 
may help to perpetuate the gaps in the economy by stultifying the develop- 
ment of Canadian capabilities to fill them because he is unlikely to develop 
the capacities in Canada to undertake those functions that are performed 
abroad by the foreign parent. 

The possible stultification of Canadian capabilities by foreign direct 
investment raises difficult questions for public policy, since it is not easy 
to determine to what extent foreign direct investment is the cause of these 
gaps and to what extent it is the result of them. The general business environ- 
ment, which is in part shaped by general economic policies and the behaviour 
of existing institutions, also contributes to the existence of gaps. Furthermore, 
the use of foreign direct investment to fill gaps may be an economically 
rational course of action at the time an investment is made. This situation 
can change with the development of Canadian capabilities, however, but 
Canada could find itself locked into an investment which no longer provides 
an overall benefit to the economy. In other words, an investment which ini- 
tially involved rational resource allocation can over time become inefficient 
and stultify the development of potentially more efficient Canadian capacities. 

Despite these difficulties, Canada needs to develop more of its inputs 
indigenously. The filling of gaps in the economy and the provision of more 
inputs from domestic sources should reduce the degree of dependence of 
Canadian industry on foreign direct investment and, in turn, the degree of 
truncation such investment need involve. Improving Canada’s capacity to 
provide more inputs does not appear to be an impossible goal. In some cases, 
the essential requirement is the will and determination to develop them, rein- 
forced by the appropriate modifications in public policy—and in some cases 
by the provision of public funds—to get things going. In launching such an 
effort, however, it would be important for Canada to concentrate on develop- 
ing only those capacities that it can undertake economically. 

In considering how to fill the existing gaps, it is important to remember 
that indigenous development or foreign direct investment are not the only 
alternatives. The possibilities of licensing arrangements, joint ventures or 
direct importation should also be borne in mind, particularly because Canada 
cannot expect to become self-sufficient in all lines of production. 


Foreign Direct Investment and Domestic Control of 
the National Economic Environment 


A national objective of overriding importance for Canada is the main- 
tenance of national sovereignty and independence. This relates not only to 
the continued existence of the nation as a distinct political entity, but also 
to Canada’s ability to effectively determine its own social and economic 
priorities and shape the nature of its economic activities. 
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Foreign direct investment weakens domestic control in the following 
ways: it increases the exposure of the Canadian economy to decisions-taken 
outside of-Canada which can have a distruptive effect on the Canadian 
economy; it complicates, and at times may frustrate, domestic policies aimed 
at creating a more efficient economy by acting as the vehicle through which 
distortions in the international markets are transmitted to the Canadian mar- 
ket; it complicates and at times may frustrate domestic policies aimed at a 
more efficient economy; it occasionally acts as a vehicle for the extra- 
territorial application of foreign law and policy in Canada and, less fre- 
quently, as the raison d’étre for foreign governments to attempt to bring 
pressure to bear on the Canadian government. Finally, it can complicate and 
frustrate enforcement of domestic law. 

Taking the foregoing points in order, Canada, in the first place, is very 
much an “open” nation, especially in matters of international trade and 
investment. While this openness can in some cases contribute to an efficient 
allocation of international resources (despite the numerous shortcomings 
noted earlier) and in those cases confers upon Canada the concomitant bene- 
fits of this resource allocation process, at the same time it also increases the 
nation’s vulnerability to external forces. In matters of trade, Canada can be 
injured by sudden and arbitrary actions of its trading partners. This threat 
is reduced by the rules and regulations of the General Agreement on Tariffs 
and Trade (GATT), although in exchange Canada has surrendered some of its 
freedom to act independently in matters of trade. 

In matters of foreign direct investment Canada is, if anything, even 
more vulnerable, being exposed not only to the policies of foreign govern- 
ments, but also to the decisions of international corporations. There is no 
set of rules regulating government behaviour with respect to international 
investment such as the GATT provides with respect to trade. Moreover, there 
exists no internationally agreed rules governing relations between host govern- 
ments and foreign firms operating in their jurisdiction. If a firm has the 
economic or political clout to challenge a host country, there is no inter- 
nationally recognized forum to which the host government can appeal. There- 
fore, as an economy becomes more heavily dependent on foreign direct invest- 
ment, it is correspondingly more exposed to the arbitrary actions of those 
who are largely outside its jurisdiction. This is an important limitation on 
domestic control of the economic environment. 

Furthermore, firms with production activities in many jurisdictions may 
be able to play off one host country against the other in improving their terms 
of access to these countries, and in Canada they may also be able to play 
off one province against another. This complicates Canada’s problem in 
developing policies to meet domestic needs, in that the mobility of interna- 
tional business-‘may enable them to escape the impact of such policies. 

Secondly, foreign direct investment can serve as the instrument through 
which the various distortions generated by the international market-place are 
transmitted to Canada and, in the process, contribute to a domestic industrial 
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structure which may not accord with Canada’s needs. The Canadian govern- 
ment’s control over these problems of industrial structure can be frustrated 
or made more complex by the international links of the foreign subsidiaries in 
Canada and the international nature of the distortions. 

For instance, the fact that many Canadian firms are subsidiaries of for- 
eign manufacturing companies limits the ability of the federal government to 
implement a policy of industrial rationalization. And in seeking to convince 
parent firms to ease restrictions on exports, it may find that means are not 
readily at its disposal for achieving such objectives. 

Similarly, a foreign direct investment by large international firms can 
have a significant impact on the industrial priorities formulated by the nation. 
In Canada, there is the danger of over-developing resource extraction in 
comparison with other sectors. In this connection, the attitude of foreign 
investors in natural resources can be heavily influenced by the committed 
investment of these firms in fabricating and manufacturing facilities at home 
and by home government import restrictions, thus standing in the way of 
Canadian efforts to achieve further processing in Canada. The key point 
here is that foreign fabricating and manufacturing firms which integrate 
vertically backwards to obtain secure supplies of natural resources are less 
likely to respond to Canadian needs and economic capabilities as their raison 
d’étre is shaped heavily by their committed investment elsewhere. 

This is not to suggest that a different mix of domestic policies in unim- 
portant in dealing with such distortions. But, as will be discussed more fully 
later,* domestic policy instruments now available can only get at those 
economic distortions which are rooted in Canada, not those rooted abroad. 

Thirdly, foreign direct investment has served as a principal instrument 
through which foreign governments—particularly the United States govern- 
ment—has on occasion extended the application of some of its trade, anti- 
trust and balance of payments policies to Canada. While these manifestations 
of extraterritoriality have not created major economic or social problems 
for Canada up to now, they have represented an intrusion of foreign law 
and foreign government policy into Canada and in that sense constituted a 
challenge to Canadian sovereignty. 

There have also been one or two changes in the substance of public 
policy in Canada owing to the representations of foreign governments to the 
Canadian government to protect the investments of their nationals. While 
such interventions are understandable, they do constitute a further pressure 
affecting the way in which the Canadian government determines certain 
domestic policies; and this is a factor which would not exist in the absence 
of foreign direct investment. 

Lastly, foreign controlled subsidiaries in Canada have a greater capacity 
to frustrate Canadian laws than do domestic firms. The international links 
of such firms give them greater capacity to avoid payment of taxes in Canada. 
And they may also find it easier to circumvent competition legislation. 


*See below under “Implications for Public Policy”. 
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Impact of Foreign Direct Investment 
on Canadian Culture 


It is difficult to isolate the impact of any single influence (such as 
foreign direct investment) on the nation’s culture and identity. This is espe- 
cially true in the case of an open society such as Canada, where a wide 
variety of influence has shaped its culture and way of life. It is difficult, 
for example, to distinguish between those aspects of Canadian social and 
cultural development which emanate from the general pattern of industrial, 
technological and economic development, and those which can be more 
directly identified as foreign imports. It is equally difficult, for example, to 
separate the importance of a high degree of United States control of Cana- 
dian business from the impact of a common language, the mass media, a 
similar political tradition, the use of the Same texts at universities and public 
schools, trade, travel, common professional associations and trade unions, 
and close family and friendship links. 

Foreign direct investment affects Canadian culture more directly through 
foreign corporate ownership of Canadian.subsidiaries in. cultural industries, 
such as book and periodical publishing and film distribution. More generally, 
the influence of foreign direct investment is reflected in the emphasis on 
continuing advances in technology and rapid product turnover. It is, for 
example, not unusual for a foreign controlled firm to produce and market 
products developed by the parent concern and to employ the same methods 
as the parent in such matters as labour relations, advertising, relations with 
government, and so on. The result is that such products and operations fre- 
quently tend to reflect the tastes, life-styles and habits of the foreign nation 
involved. In this regard, one fact of overwhelming importance is that so 
much of our foreign direct investment comes from one nation. This has 
particularly important implications—especially in the longer run—for the 
nature of future Canadian growth and development, since the political and 
economic strength of a nation consists largely in its ability to create a dis- 
tinctive cultural, social and political milieu which fosters indigenous initiative 
and innovation. 

Canadian society can be enriched by the variety and diversity of prod- 
ucts offered through direct investment. And the development._of_a Canadian 
nation with a distinctive indigenous culture will depend, in the main, on 
the encouragement of domestic talent and creative capabilities, rather than 
on the erection of barriers to foreign influence. 

But it must also be recognized that the creation and development of 
such Canadian capacities can be stifled if Canada is inundated with in- 
fluences from other countries which are much larger or much more developed 
than Canada. The large volumes of United States direct investment in Can- 
ada constitute an important part of the massive American influence on Can- 
adian society, although certainly not the largest portion of it. Prohibiting 
further United States investment would by no means ensure the emergence 
of a viable and attractive Canadian culture. Some further Capacity to con- 
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trol such investment, however, may contribute to the creation of a strong 
national identity and a stimulating and distinctive culture. 


THE BENEFITS AND COSTS OF FOREIGN DIRECT INVESTMENT 


The discussion above focused on certain national objectives Coron 
growth, sovereignty, “quality of life”, etc.) and suggested that foreign direct 
investment involves both benefits and costs in terms of the nation’s ability 
to achieve these objectives. If foreign direct investment were to involve 
only )costs, a clear case could be made for banning it altogether. But foreign 
direct investment has in the past played, and continues to play, an impor- 
tant role in Canada’s economic development. Therefore, any sweeping ar- 
bitrary prohibitions would be bound to involve a substantial economic 
price. 

The “distinctiveness” normally associated with foreign direct invest- 
ment represents something which is desired by Canadians. To the extent 
that the foreign investor is able to extract a high return on his distinctiveness, 
however, foreign direct investment may be an excessively costly means of 
acquiring this distinctiveness. 

It has been suggested that foreign direct investment may have either 
a positive or a negative impact upon the overall level of Canadian economic 
activity, productivity, wage levels, and so on, depending upon the nature 
of the investment and the terms and conditions under which it takes place. 
Restrictions on the freedom of the subsidiary to carry out normal business 
functions independently of the foreign parent may represent significant eco- 
nomic costs—especially in regard to longer term considerations because 
these restrictions outweigh any benefits provided by the investment, or be- 
cause they reduce the net benefits which could be obtained from the 
investment. 

Similarly, the extraction of very high profits may be costly to the 
economy, but still the cheapest way of getting the foreign input. In many 
cases, however, it may involve payment of a higher price by the economy 
than is necessary to acquire that input. 

Fach individual foreign direct investment, as well as foreign direct 
investment in the aggregate, involves a mix of benefits and costs. There may 
be scope for reducing the costs and increasing the benefits to Canada in 
particular cases where the foreign firm is prepared to settle for a lower return 
than that now available—albeit reluctantly—without being deterred from 
undertaking a new investment in this country or maintaining his present one. 
Even if the investor is obtaining only the minimal return needed to keep him 
in Canada, he may be willing to change his behaviour where his interests 
and those of the economy coincide and where both the investor and 
economy can benefit from some new arrangement. 


430 


IMPLICATIONS FOR PUBLIC POLICY 


The remainder of this chapter assesses the implications for public policy 
which flow from the foregoing conclusions about the nature and impact of 
foreign direct investment that have emerged from this study. Before setting 
out these implications, it is important to repeat some of the main policy 
considerations noted at the outset. Any policy on foreign investment must 
take account of the need for a satisfactory rate of economic growth, adequate 
employment opportunities and continuing improvements in the living stand- 
ards of the 22 million people in Canada. To achieve this, it must recognize 
the need for industrial efficiency, which requires that Canada be able to get 
access to the best in world technology and management systems. And in 
achieving these aims, policy must acknowledge the differing needs of the 
various regions of the country and the political and constitutional realities 
which shape relations between the federal and provincial governments. 

The main implications for public policy which emerge from the conclu- 
sions above are that: 

(i) there are costs and benefits from foreign direct investment and 
improvements in the net benefits are possible (Consideration 
should be given to a change in the mix of public policy to improve 
the net benefits in view of the broad objectives of the nation noted 
earlier with respect to the future of the Canadian society and 
economy. ) ; 

(ii) some of these objectives can be advanced through a change in the 
mix of general economic policies—including tariff policy, competi- 
tion policy, tax policy and patent policy—aimed at improving the 
efficiency of the economy as a whole; 

(ili) other objectives can be advanced through measures aimed at 
strengthening particular domestic capabilities—in capital markets, 
technology, management, and, more generally, in entrepreneur- 
ship; 

(iv) important problems would remain even if all the changes just 
touched on involving general and particular economic measures 
were implemented, with the result that additional policy initiatives 
need to be considered; 

(v) policy initiatives providing for Canadian ownership across all or 
large parts of the economy would not remove most of the im- 
portant remaining problems, nor would they advance the broad 
objectives of the government and people of this country; 

(vi) a more effective means of dealing with remaining problems of 
foreign direct investment would be through flexible administrative 
intervention on a case-by-case basis; 
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(vii) such intervention can justifiably be restricted to foreign controlled 
firms; and 

(viii) administrative intervention would be most effective if carried out 
within the framework of well-defined industrial strategy. 


NEED FOR A CHANGE IN THE MIX OF PUBLIC POLICY’ 


As already noted, foreign direct investment can bring both benefits and 
costs to Canada. In those cases in which foreign direct investment brings 
net costs to Canada, it may be possible through changes in public policy to 
alter the distribution of the benefits and costs between the Canadian economy, 
the home economy, and the investor, in order to produce a net benefit for 
Canada, In other cases, where there is a net benefit to Canada to begin with, 
it may be possible to increase the benefit through a change in public policy. 
The possibility of influencing the distribution of benefits to the advantage 
of the Canadian economy in part reflects the fact that there is often a range 
of returns over which it may be attractive for the foreigner to invest in Canada. 
The foreigner who wants Canadian natural resources, for example, may be 
able to secure them under conditions which fail to provide an adequate return 
to the economy—a return that he may well be prepared to provide if pressed 
to do so—in terms of generating new economic activity in Canada, perhaps 
through additional processing. In manufacturing, the foreigner may want 
access to Canada for his distinctiveness, but the economy may be paying a 
higher price than is necessary to acquire it. Once again, the nation may be 
able to require a greater contribution to economic activity or other benefits 
in return for granting the right of access to the foreigner. 

Much foreign direct investment in manufacturing is characterized by 
inefficiencies, particularly in the miniature branch plant replica. While many 
foreign subsidiaries are important to the economy, the extent to which they 
are truncated often reduces their potential for generating greater economic 
activity in Canada. A prime example is to be found in the relatively low level 
of processing in this country of Canadian natural resources extracted by 
foreign investors and shipped abroad for processing in their plants abroad. 
The stultification of domestic capacities and the possibility of unbalanced 
development of the resource sector are other serious problems posed by 
foreign direct investment. Together, they indicate that a change in public 
policy is required. 

Any change in public policy, however, must recognize that important 
benefits have been and can continue to be obtained from foreign direct 
investment. Therefore, public policy must grapple with the need to improve 
the benefit-to-cost ratio from foreign direct investment for Canadians. 

Apart from the economic impact, other problems can also arise from 
. foreign direct investment, including those resulting from the extraterritorial 
application of foreign law in Canada, the narrowing of policy options open to 
Canada in certain policy areas discussed earlier, and the impact on the 
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development of Canadian culture in the face of such vast amounts of foreign 
direct investment from a single country. Public policy must also reckon with 
these non-economic considerations. 


THE ROLE OF GENERAL ECONOMIC POLICIES 


Many of the industrial problems associated with foreign direct invest- 
ment referred to previously are due in some measure to general economic 
policies. The inefficiencies associated with the miniature branch plant replica 
and the widespread truncation of Canadian manufacturing are in part 
a result of the general economic environment—both in Canada and abroad— 
and the general economic policies which contribute to it. Similarly, the 
danger that the balance in the structure of the economy may be distorted by 
excessive resource development, or in other ways, is in part also attributable 
to general economic policies in Canada and abroad. Gaps in indigenous 
capabilities further influence the way in which the manufacturing and 
resource sectors are developed. 

The miniature branch plant replica has been largely the result of 
high tariff policies in the past, which were designed originally to help 
establish industrial base and adequate job opportunities in Canada. High 
tariffs were accompanied by a limited competition policy. Together they 
helped make it profitable for manufacturing subsidiaries to turn out dupli- 
cates of much of the foreign parent’s product line for sale in Canada, but at 
higher prices than Canadians would have had to incur if imports had been 
allowed to enter the Canadian market with the payment of little or no duty. 
If there were a more competitive environment in future, brought about at 
least in part through lower tariffs, pressures would be created for greater 
rationalization of the production of Canadian industry. The objective would 
be to reduce costs by achieving the economies of larger scale production in 
order to better meet international competition at home and abroad®, 

An approach of this nature could only be adopted over a period of time 
to make possible the adjustments required to safeguard employment oppor- 
tunities. Therefore, it is unrealistic to expect large and rapid tariff reductions 
as a general federal approach, particularly if such a policy did not form 
part of the framework of a wider industrial strategy involving the federal 
government in helping to develop and to support areas of efficient Canadian 
production. Under such an approach, federal support (through tax incen- 
tives, loans, subsidies or government procurement contracts, or some com- 
bination of these) would be directed to particular industries or lines of 


° While the comparatively low level of productivity of foreign controlled Canadian manu- 
facturing firms is partly explicable by general economic policies, it must also be recognized 
that these firms are partly responsible for the current situation. In many cases they have 
located in Canada in large part because of the shelter of the tariff; and having done that, 
they have exerted pressure to maintain this protection. These firms have seldom taken the 
initiative in intra-firm rationalization across international borders. If the cost structure of 
Canadian industry is high, it is in part due to high cost manufacturing of foreign controlled 
Subsidiaries. It tends, in other words, to be a kind of vicious circle. 
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production in which Canada has realistic possibilities of developing and 
retaining competitive strength internationally (or, occasionally, for industries 
being developed to satisfy such non-economic objectives as cultural develop- 
ment). At the same time, other lines of production would contract under 
the pressure of market forces, their place being taken by imports. An 
approach involving lower tariffs and a competition policy based on pro- 
moting industrial efficiency and greater rationalization of production could 
be integral components in any new thrust of general economic policy 
that might be considered by the federal government for the future. Con- 
sideration might be given also to providing assistance to companies and 
workers where necessary to facilitate the process of adjustment. 

Such an approach is consistent with the present direction of federal 
policy. Tariffs have been lowered gradually since World War II. The govern- 
ment has stated its intention of proposing to Parliament the adoption of a 
more vigorous competition law consistent with this kind of industrial 
rationalization. Past federal initiatives have already encouraged rationaliza- 
tion in certain industries. The government has also spoken of the need to 
further develop, define and articulate on industrial strategy for Canada 
appropriate to present circumstances. 

To be successful in this approach, it would be highly desirable to 
encourage innovation in this country to enable Canada to generate the 
distinctive products in which it can specialize. It would also be necessary to 
continue to improve the terms of access for Canadian exports in foreign 
markets. 

Emphasis has already been placed on the need to improve the net 
benefits from foreign direct investment in Canada—to set policies that will 
require it to operate in a more competitive environment, to reduce trunca- 
tion and to do more to improve the efficiency of Canadian industry. Without 
an efficient and internationally competitive economy, for example, it would 
not be possible to bring about an increase in exports by subsidiaries. If 
the Canadian government puts pressure on an MNE to remove or reduce 
the export restrictions it has imposed on its subsidiary, the effort will produce 
no results—assuming the MNE is willing to be cooperative—if costs in 
this country are too high to permit even the large scale production of a 
particular product by the Canadian subsidiary to meet international compe- 
tition abroad. By the same token, pressing subsidiaries to acquire more 
components and services will have little effect if Canadian costs are out of 
line with those elsewhere. This results from the fact that subsidiaries in 
Canada that employed high cost Canadian-made components and services 
would be unable to meet existing import competition without a further 
increase in tariff protection. 

Similarly, a competitive and efficient industrial structure is a necessary 
condition for stimulating innovation. Under strong market forces, firms have 


to be constantly looking to new products and technologies to stay ahead of 
their competitors. 
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Other aspects of public policy also have a bearing on the competitiveness 
of Canadian industry. Canada is very heavily dependent on foreign tech- 
nology, much of which is patented. Patents are restrictive devices and protect 
the owners of the patent at the expense of the users of the product or process. 
Many patents are for industrial components and machinery, thus increasing 
the costs of Canadian production. Patented consumer goods tend to impose 
higher prices on consumers. If Canadian patent laws were less restrictive, 
Canadians would be able to obtain foreign technology, and the benefits of 
such technology more readily and more cheaply. Such a change should im- 
prove the cost structure and competitiveness of domestic industry and bene- 
fit Canadian consumers. 

Tax policy and industrial incentives are of great importance in determin- 
ing the industrial mix of the economy. To the extent that Canada wishes to 
ensure a proper balance between the manufacturing and resource extraction 
sectors, consideration must continue to be given to the relative tax burden and 
industrial incentives available in the various sectors of the economy in light 
of changing circumstances both at home and abroad. 

Tax, commercial and industrial development policies are all important 
in shaping the general environment. Policies in these three areas must reflect 
some of the overriding requirements of the economy: an adequate flow of 
savings, improved industrial management, more indigenous technology and 
dynamic and creative entrepreneurship. , 

Specific measures can also be appropriate in dealing with particular 
problems arising from foreign diréct investment. The way the law is ad- 
ministered can minimize problems arising out of unfair transfer pricing, for 
example. Immigration and manpower policy can perhaps be more directed 
to attracting the specific kinds of talent needed to fill some of the gaps in 
domestic capacities. And international discussions, multilaterally and_bi- 
laterally, may help deal with problems that cannot be fully resolved through 
domestic policies alone. 

In summary, general economic policies are important instruments for 
improving the net economic benefits obtained from foreign direct investment. 


POLICIES TO STRENGHTEN INDIGENOUS CANADIAN CAPABILITIES 


Improvements in general economic measures could be reinforced by the 
development of complementary policies aimed at remedying specific weak- 
nesses or gaps in Canadian capabilities. Consideration could be given to 
measures designed to encourage the capital pooling and entrepreneurial 
capabilities of the financial institutions. The kind of measures which might 
be helpful include those aimed at increasing the proportion of high risk and 
entrepreneurial financing carried out through domestic financial institutions. 
Steps which would increase the liquidity of the Canadian stock markets or 
increase the capital available to the more entrepreneurial parts of the financial 
industry might be particularly helpful. Similarly, policy changes which would 
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augment the domestic sources of development capital and the competition 
between these sources should prove beneficial. Consideration might also be 
given to the possibility of providing incentives to encourage a more entre- 
preneurial attitude by existing financial institutions, to stimulate the creation 
of new pools of capital and to further expand the financing role of the federal 
government. More detail on the various options were set out earlier.® 

Secondly, government measures should be considered to reduce Canada’s 
dependence on foreign technology. In part, this may require giving more 
careful consideration to the possilibility of awarding large government con- 
tracts involving heavy research and development expenditures to Canadian 
controlled firms under carefully defined circumstances. But even with more 
indigenous technology, Canadians would remain very dependent on foreign 
technology. This suggests that need for consideration of methods to improve 
Canada’s capacity to buy the most suitable foreign technology at the lowest 
possible price to adapt to Canada’s industrial needs.7 

More generally, measures which would enhance Canada’s industrial 
management capability and stimulate creative entrepreneurship would be 
helpful, as was discussed in Chapter Nine. In general, greater domestic 
capabilities would tend to lead to more Canadian controlled enterprises, thus 
increasing the net benefits which Canadians are able to obtain from foreign 
direct investment. 


THE NEED FOR NEW APPROACHES TO PROBLEMS ARISING 
FROM THE INTERNATIONAL MARKET PLACE 


Revisions to general economic policy and for specific measures to 
strengthen indigenous Canadian capabilities are required if the policy objec- 
tives described earlier in this study are to be achieved. Indeed, where the 
problems of economic development are created by the domestic economic 
environment, changes in general economic policies may be sufficient to deal 
with them. But where problems are rooted outside of Canada, such policies 
are not likely to be sufficient to get at the source of the difficulty. 

If implemented, the policy measures considered at various points in 
this study should help Canadians to develop the capacity to undertake more 
of their own industrial activity. They would enhance domestic control of the 
economy. Most of these policies likely are worth undertaking on their own 
merits for reasons of economic development. These measures can also help 
to increase the benefits from foreign investment. They can help create a 
healthier industrial structure and environment, allowing more of the benefits 
of foreign direct investment to be retained in Canada. For example, they 
can result in less fragmentation of industry, accelerate the rate of dissemi- 
nation of imported technology and facilitate financing of Canadian industrial 
activity. 


®See Chapter Seven. 
7See Chapter Eight. 
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These domestic economic policies will not, however, get at the imper- 
fections of the international market place in allocating industrial activity. 
These were discussed earlier. They will not deal with the phenomenon of 
market power which is rooted outside of Canada. They will not offset the 
interventions of other governments in influencing corporate decisions regard- 
ing trade and the location of production. Nor will they overcome the dis- 
tortions of the international market place that result from the very nature 
of the new institution that has assumed such an important role on the world 
stage, the MNE. 

There are further reasons for contemplating additional measures to deal 
with the problems posed by foreign direct investment. Even if the general 
policy measures suggested for consideration were adopted by the federal 
government, they would likely take a period of years to implement, how- 
ever, because most of these general policies are aimed at Satisfying a variety 
of public objectives and require additional study on the technical problems of 
implementing them. 

There is a further factor closely related to the above point. While 
it is sometimes argued that in the very long run domestic and international 
markets will do a reasonable job in allocating resources, it is questionable 
whether the Canadian government can simply stand by and wait for this 
natural process of adjustments to work itself out—assuming that it will. 
Rather, additional measures are necessary to ensure that international market 
imperfections do not frustrate the achievement of national objectives in the 
short and medium term. 

Finally even though the logic of this analysis generally argues against 
an across-the-board protectionist approach, some measure of protection for 
Canadian management may turn out to be desirable in particular situations. 
The kinds of general policy options outlined above do not provide the kind 
of instrument which would enable this form of selective protectionism to be 
provided. 


RELEVANCE OF CANADIAN CONTROL OF BUSINESS 


The available evidence does not suggest, however, that these additional 
measures should be based mainly upon legislation requiring Canadian owner- 
ship and control of all Canadian business firms. To the contrary, the data 
comparing the performance of Canadian controlled firms to foreign con- 
trolled firms indicate that Canadian control of a business is not in itself a 
guarantee of sound performance and is not, therefore, a satisfactory means 
for achieving Canada’s broad national objectives. For instance, general 
legislation providing for 50 or 51 per cent Canadian ownership, either in 
the economy as a whole or in particular industries, can be very costly to 
the economy’. Across-the-board ownership rules create the risk, even in 
industries where there is good reason to prefer Canadian ownership and 


*See Chapter Twenty Six. 
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control, that Canadian management would be cuf off from the market pres- 
sures if the Canadian ownership restrictions were too rigid. Such provisions 
can serve as a barrier to the introduction of new technology and management 
systems. 

In this connection, it is important to recognize also that Canadian based 
multinational enterprises are not, by themselves, the answer to the problems 
posed by foreign direct investment in Canada. Canadian based MNE’s can 
be heavily influenced by their major foreign markets. This can lead them 
to truncate their operations in Canada, locating some of their more important 
activities in the countries in which their larger markets are located. And 
even if Canada had many more Canadian based MNe’s, they would not con- 
stitute a response to the problem posed by foreign direct investment in this 
country. 

But Canadian control can be important in some cases. The competitive 
ability and market power of multinational corporations suggest that—not- 
withstanding the limitations noted above—it would be to Canada’s advantage 
to foster the development of Canadian multinational companies, at least in 
some of those sectors where internationalization is occurring and where 
Canada has a comparative advantage. The alternatives would be to have 
more foreign branch plants of multinational companies operating in Canada 
in these industries, or to shut out multinationals altogether, thereby denying 
Canada the efficiencies which multinational corporations can generate in 
some cases, such as lower costs, increased competition and greater tech- 
nological development. 

It is more likely that a Canadian controlled firm, including a Canadian 
based MNE, will tend to more bias toward locating activity in Canada than 
will a foreign controlled firm, which can be helpful in rooting technology 
and production in this country. 

Canadian control may also be important in particular sectors which the 
government consciously seeks to develop. If the government provides large 
grants to a firm, or awards it a large contract, the government will want to 
maximize the possibility that the Canadian economy will get the appropriate 
industrial benefits. The capacity to influence the activities of such firms in 
order to ensure such a result tends to be greatest when the firms are Canadian 
controlled. 

Some Canadian control of Canadian business firms is also necessary 
to ensure that entrepreneurial and innovative environment in Canada is 
improved. If all large firms in Canada are seriously truncated, there will 
be few suitable jobs for Canada’s most able and creative people. They will 
tend to emigrate. Innovation in Canada will thus be correspondingly more 
difficult. After a while, Canada’s dependence on foreign entrepreneurship 
could become self-perpetuating. 

Canadian control is also important for non-economic reasons in certain 
industries, such as for the development and strengthening of Canadian culture. 
And, of course, it generally is preferable to have Canadian rather than 
foreign control—everything else being equal. 
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For all these reasons, the Canadian government cannot be totally indif- 
ferent to country of control. In the main, however, Canadian ownership and 
control of business is not a sufficient answer to the problems which would 
remain after general and remedial policies were implemented. A different 
kind of response is needed to deal with those problems. 


THE NEED FOR FLEXIBLE ADMINISTRATIVE INTERVENTION 


As Canadian ownership rules will not resolve the problems which would 
still exist after changes in general and specific remedial policies, a different, 
but complementary approach is needed to deal with these remaining problems 
posed by foreign direct investment. The kinds of distortions imposed by the 
international economy differ from one case to another. The impact which 
these distortions have on the Canadian economy also differ from situation to 
situation. As a result, the kind of Canadian response which is appropriate 
will also vary from case to case and time to time. 

In other words, there is the need to have the capacity to respond 
flexibility in dealing with foreign direct investment. If the problem is ignored 
entirely, and there is no capacity for the government to intervene, then the 
Canadian economy will remain exposed to the distortions of the international 
market place that stem from the intervention of other governments to serve 
their own national interests, from the nature of the multinational enterprise, 
and from the existence of international oligopolies in some industries. 

On the other hand, a policy which systematically opposes foreign direct 
investment can close Canada off from new developments in technology and 
management elsewhere and preclude Canada from access to some foreign 
markets for certain products. It can also be unduly protective of Canadian 
management, so that it will be under little pressure to innovate and constantly 
improve its efficiency. 

A flexible approach would allow the government to focus on particular 
sectors or product lines which show promise of being internationally com- 
petitive; the government could concentrate any protection from foreign 
investment it wished to provide in areas of potential domestic strength, 
particularly those facing a threat arising from arbitrary international distor- 
tions. A more general approach, however, would tend to involve the govern- 
ment in shoring up of the strong and weak alike. A flexible approach would 
also enable the government response to vary, depending on the nature of 
the distortion. It would permit the government to protect corporate manage- 
ment for a specific period of time, rather than getting locked into the kind 
of more or less perpetual or long-term protectionism which typically arises 
from a statute designed specifically to restrict foreign ownership in a partic- 
ular industry. 

It is perhaps feasible to achieve these objectives through a highly se- 
lective use of existing government techniques. For instance, if the government 
were to decide to review all foreign takeovers of Canadian firms, rejecting 
those takeovers which were not in accord with the national interests, it might 
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be able to enforce its decisions by resorting to a prohibitive takeover tax or 
through some other tax device for such cases as it wished to prohibit. This 
would amount to a highly selective application of general economic legisla- 
tion, however, and could conceivably blunt the effectiveness with which that 
legislation satisfies its other objectives. Therefore, if a policy of flexible ad- 
ministrative intervention is adopted, it would make more sense to pursue 
it directly through the use of instruments fashioned expressly for that 
purpose. 

The kind of administrative intervention envisaged would provide for 
the creation of a mechanism through which the government could under- 
take a continuous review of the plans of foreign direct investors. The im- 
mediate objectives of the government in such a process would be: to nego- 
tiate with the foreign firm, where this was practicable, to improve the net 
benefits from proposed foreign direct investment; to block foreign direct 
investment where this was desirable for economic or non-economic reasons; 
to seek through negotiations to secure for the economy, where feasible, the 
distinctive and valuable inputs of the foreigner by other means than direct 
investment—under licence, for example. This would amount to “untying” 
the tied investment package and obtaining the foreigner’s distinctiveness 
(say, obtaining his technology on licence or his management ability by 
contract) without being obliged to accept and pay for other parts of the 
package which had no particular contribution to make to the economy. 

Such a policy is consistent with Canada’s present state of economic 
development. As indicated earlier in this study, Canada now has in aggre- 
gate a sufficient volume of savings to finance all or the great bulk of Canada’s 
investment requirements. But Canada is by no means self-sufficient in the 
other ingredients essential for growth. Canada’s capacity to assemble large 
pools of capital to finance major projects are not sufficiently advanced to 
meet all domestic demands, nor is the availability of venture capital adequate 
to meet the needs of industrial entrepreneurs. By the same token, Canada’s 
technological and management capacity has evident weaknesses. 

An entirely open policy on foreign direct investment may have been 
appropriate in earlier stages of Canada’s economic development. Current 
circumstances make it appropriate to consider adoption of a more selective 
approach—one which takes greater account of the strengths and weaknesses 
in Canadian capabilities. Administrative intervention allows for such 
flexibility. 

An approach of this kind is also consistent with a policy which recognizes 
the benefits of international specialization. It is thus not an isolationist policy, 
but, on the contrary, one which endeavours to integrate Canada into the 
world economy in a way which will broaden and strengthen Canadian 
economic capacities and the ability of the nation to meet its objectives for 
‘growth, employment and an improved standard of living. 

General economic measures, supplemented by more specific remedial 
measures, could remove some of the problems arising out of foreign direct 


440 


investment. Selective administrative intervention would only be required 
where general and remedial economic policies would not work or were not 
sufficient. By restricting administrative intervention to the more important 
cases, the problems associated with administrative intervention should be 
manageable. 


JUSTIFICATION FOR ADMINISTRATIVE INTERVENTION 
INVOLVING ONLY FOREIGN CONTROLLED FIRMS 


There are several reasons for restricting administrative intervention to 
foreign controlled firms. Some of these reasons also have a degree of 
validity in respect of Canadian based MNE’s, but the case is most cogent 
for foreign controlled firms. 

The first is that the larger part of the benefits of Canadian controlled 
investment in Canada is enjoyed by Canadians. If the distribution of the 
benefits within Canadian society is judged to be unsatisfactory, it can be 
rectified by domestic economic and social policy. In the case of foreign 
investment, a larger portion of the benefits normally accrues to interests 
outside the country and may involve an unnecessarily high cost to the 
economy owing to the market power of the proprietor. Thus, it is a legitimate 
aim of public policy to intervene so as to maximize the benefits which 
remain in Canada. 

Secondly, Canadian controlled firms are not as heavily influenced by 
the foreign environment and foreign governments as are foreign controlled 
firms. They are more likely to be sensitive to the local setting and the 
demands of the local economy; they are likely to have a better knowledge of 
Canadian circumstances, for instance, in the purchase of goods and services 
in Canada. 

Thirdly, foreign controlled firms, and in particular the foreign multi- 
national enterprise, have a greater capacity to frustrate Canadian policy 
than do Canadian controlled firms. 

Fourthly, certain non-economic costs are incurred as a result of foreign 
direct investment which would not occur in the absence of such investment. 
Foreign investment, for example, can be the vehicle for the extraterritorial 
application of foreign law, as well as create the kind of political and 
cultural problems raised above. 

Finally, a government review of the activities of Canadian based multi- 
national enterprises could have adverse consequences which would not result 
from the screening of foreign controlled manufacturing firms. Government 
review of foreign controlled firms would normally tend to involve a relatively 
small part of the parent corporation’s global operations. For these firms, 
Canada is generally a small, though possibly lucrative, market for their 
output. In contrast, if the government were to review Canadian based multi- 
national enterprises, it would have to examine all their worldwide activities. 
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In other words, the freedom of action of the Canadian based MNE would 
be subject to a much greater degree of government intervention than in the 
case of foreign firms which wish to make an investment in Canada. One 
difficulty is that this kind of government intervention could drive Canadian 
based multinational enterprises out of Canada, possibly even in cases where 
they are heavily dependent on Canadian resources. 


THE ROLE OF INDUSTRIAL STRATEGY 


It has been pointed out above that there is a need to consider direct 
administrative intervention in respect of foreign direct investment and some 
revisions to general economic and other public policies. In themselves, these 
proposals could have an important influence on the net benefits which 
Canada derives from foreign direct investment. 

At the same time, it is clear that the benefits would be enhanced if these 
changes could be implemented within the framework of a well-developed and 
articulated industrial strategy. This is particularly true in relation to adminis- 
trative intervention, which in the normal course of events would involve the 
Canadian government or one of its agencies in negotiations with the foreign 
investor to undertake more production, more exports, more domestic pro- 
curement and more R&D of Canada. By indicating areas of specialization 
where Canadians should concentrate their efforts and resources, an industrial 
strategy would constitute a safeguard against indiscriminate efforts to develop 
all industries equally without regard for those in which Canada has the 
potential to be most efficient. 

It has been pointed out that foreign direct investment integrates Canada 
into a world economy. An industrial development strategy would help to 
ensure that the integration is on a basis which most benefits Canada’s long 
term interests. 

At the same time, it is important to realize that Canada need not wait for 
the development of a completely defined industrial strategy prior to imple- 
menting a foreign investment policy involving administrative intervention. In 
the absence of such a comprehensive industrial strategy, administrative inter- 
vention should seek to achieve an efficient and internationally competitive 
form of production in each case. It would only bargain for the location in 
Canada of activity for which there was some underlying economic logic. 
In effect, administrative intervention should seek to achieve an efficient and 
internationally competitive form of production in each case. It would only 
bargain for the location in Canada of activity for which there was some 
underlying economic logic. In effect, administrative intervention would be 
employing at least one of the important criteria of a sound and economically 
justifiable industrial strategy, namely, comparative advantage and economic 
efficiency. 

In formulating an industrial strategy, and in developing a foreign invest- 
ment policy, it is essential to take account of the relationship between trade 
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and investment which was described earlier. It must be recognized, for 
instance, that a foreign manufacturer who is prohibited from locating produc- 
tion in Canada may be able to export here. There is, thus, a need to link 
very closely government thinking on both trade and investment. 

If it were possible to develop an industrial strategy which was fairly pre- 
cise in terms of identifying sectors of the economy in which the government 
wished to encourage indigenous entrepreneurship, it would facilitate the use 
of administrative intervention to foster the development of Canadian con- 
trolled companies in emerging new industries which had bright prospects for 
strong growth in the future. This approach would probably aiso require the 
maintenance of tariff protection against imports for a period of time. 
Because this would involve a double wall of protection against both foreign 
direct investment and imports, it would be important to adhere strictly to the 
conditions which justify infant industry protection, namely that the company 
be in a position to become internationally competitive and bring benefits to 
the economy that outweigh the initial costs within a reasonable period of 
time. Alternatively, the government might wish to reduce the amount of 
protection involved by blocking foreign direct investment in the industry 
concerned, but maintaining competitive pressures by lowering trade bar- 
riers. In such circumstances, all policies—trade, investment and other 
economic policies—would take their guidance from the industrial strategy. It 
would not be the foreign investment policy as such which would dictate which 
sectors of the economy should be protected, unless they were found to deserve 
protection on non-economic grounds. 


443 


a ip iain sae agen Piensa tg ts mage 1 


isis! 
ap re 

stl he Ruchaiie seein qnuetian er | “et 

‘i 

ry a “4; utile? bnewe ib, qidew MOMI— TITS os ue tgihal <i aars 


- i“ mie , 14 


De ee Oba J payerovreliee, cous ale ty, 
ery y | Tots it veal ‘Wet Gta wah ‘sian 
1h? = stilt g iy aft ui deo g 
ve ponte wag k ait A “A ighGe 2 re 
wyileehin jydigg certs 


Ca oat ln wear ative, . 


ees Vi ai 


Lien Fabel iN, [POLE Roo 
u epg ijn oi Vi a rh der. pier ne 
Apr ust ius oat ip that 
bah de. Ue ee 
eon toY ibe fi 
vr Ww vy tyes 
Lagtti 9 : ora! LAs 
» ie, 


a er 7s 4) Ys 

t 

ery vy Din win ve ¢ 
4 . 

vu @ a ee ae | ¥ ? 


SCE » 34 anf, 
cers > ar: 


Part Six 


ALTERNATIVE POLICY APPROACHES 


aur - 7 = 
SOAR TUICT BVITAMAIT Ie 


oh 


Pate Six 


TABLE OF CONTENTS 


Page 
PELCOCUCEON ta PArt Six Gaetan diihe eee ak ek ee a ee 449 
CHAPTER TWENTY FIVE 
HI Disa Se VC ELOCCS See I rey Bl Been A cet ine al As copieueneniee 451 
General Nature and Functions of a Review PEOCESS2# ate one osine 451 
Basic Reasons for a Review Process... cc 453 
Scope of the Review NUL OUI a renee eee dee Ae ee 455 
Criterion of Economic Significance... 473 
PCHOUIC REVICW arrancones Mads” Nea 478 
Barsaiung: POWerea ns. ok ee meh Ae a Lh ae ae 478 
Establishment of a Review Agency... cco 479 
Foreign Government Investment in Canada... 481 
Botcien ExchanseControlsameean 0 SPtee ae ee ge cule 482 
Some Issues Raised by a Review Process... 485 
CHAPTER TWENTY SIx 
Whe Key Sector Approach ....-.écccer ceca oc. ten. ee ee he ee ree 493 
OCC HOt zee tee eee Ann ak le hon a whe, ee 493 
Determination of Key Sectors. ............ccccccecc:ccsecccsssessstseseeeseeeecccc 496 
ODE USIOU Suerte caters haw a Ws Apa eee 501 
CHAPTER TWENTY SEVEN 
ic PiXcdpRulccsA DirOach. ere ee es aes 503 
IUEOdUCtION@: comme te eS. IG SCOR OC POE Sh wee) tee oh 503 
Mandatory Canadian Shareholdings and Joint Ventures... 503 
CanadianDirectorsitmn,..6 eh. See CORRS! . Sewer en meee 513, 


447 


ot rel or aoe 
Ta eraw freA 
Py ade . werent wis A cal 
weit 4.3 " sone Libre mote ie men. 
Pree") nvoll a Vt enoeaSs Syne 
vinwwithiey wStyjet OF) %6 0, 7 
vaungie oon! ay re ma. 
peegyn nihentest 
rots? ominanall 
Tf a we jpronueihines 
fens Tales Oe 
i pabon he 


4 YvOA TO soutien 
~ “Friepet ieee 


ee fe. * 
aes vi 

re T 
4 


hee eyo the, seal “ule 5 cents f 2 


Potent) a 


Part Six 


INTRODUCTION 


The conclusions and implications of the study, which were discussed 
in Chapter Twenty Four, show the need for a further government policy 
response to the industrial phenomenon of foreign direct investment. Modi- 
fications to general economic policies ( particularly fiscal policy, competition 
policy and commercial policy) could make an important contribution to the 
development of an economic environment which would stimulate more 
efficient industrial activity. Furthermore, the introduction of selected 
“remedial” measures to improve the effectiveness of Canadian capital 
markets, management, research and development, would serve to enhance 
the ability of Canadians to assume a greater role in the development 
of the economy. 

The finding and analysis, however, Suggest that many problems associ- 
ated with foreign direct investment cannot be dealt with by adapting the 
general economic environment in Canada because the problems stem from 
the international environment and characteristics of foreign controlled in- 
dustrial activity. 

As a consequence, general economic and “remedial” policies alone may 
not be a sufficient response. Further administrative measures may well be 
required if the problems remaining are to be dealt with effectively. 

It is not being suggested, however, that a response involving adminis- 
trative intervention ought to be considered any kind of panacea. Unless 
general economic policies and selected remedial measures are directed 
towards the creation of a more effective and more efficient Canadian eco- 
nomic environment, more specific measures alone might simply provide a 
further measure of protection for existing Canadian business operations, both 
foreign and Canadian controlled. Administrative intervention should not 
be regarded as a substitute for these more general policy instruments. They 
are, rather, mutually complementary, each approach helping to reinforce 
the other. 

Specific administrative responses to foreign direct investment may be 
considered under two broad headings: 

(1) FIXED RULES involving such matters as minimum Canadian share 

ownership, the appointment of Canadian directors and the designa- 
tion of key sectors; 
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(2) ADMINISTRATIVE INTERVENTION of a flexible and discretionary 
nature, applied on a case-by-case basis in keeping with criteria 
established by legislation, either through a foreign investment 
review process or within the broader framework of foreign ex- 
change controls. 


The relative merits of each of these general approaches, and of the more 
specific forms of such response, are considered in Part Six. 
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Chapter Twenty Five 


THE REVIEW PROCESS 


GENERAL NATURE AND FUNCTIONS OF A 
REVIEW PROCESS 


The analysis undertaken in the study points to four important 
conclusions: 
(1) Foreign investment has a role to play in Canada’s future economic 


(ii) 


development where it is the most efficient technique of obtaining 
technology, or other needed inputs, and where it contributes to 
the realization of Canada’s industrial objectives. 

Even if improved general economic policies and other remedial 
measures strengthen the indigenous capabilities of the Canadian 
economy and increase the benefits from foreign direct investment, 
a number of “residual” problems would remain, requiring the 
introduction of special measures to deal with them. 


(ili) The costs and benefits of foreign direct investment vary from 


industry to industry and case to case, with the result that the 
introduction of general rules lacking the necessary flexibility, 
would be economically costly. 


(iv) Canadian ownership and control of a firm is not a viable proxy 


for good corporate performance. In short there is a need for a 
flexible and pragmatic approach to foreign direct investment. This 
suggests the use of administrative machinery, such as a review 
mechanism. 


A review mechanism could be used as either a “cost-free” or a protec- 
tionist device. The term “cost-free” is used here to mean free of costs as 
measured by national output. This level of output may be expected to grow 
over time. Economic events and policies will influence the rate of this 
growth. Use of a new policy, the review process, which is cost-free will not 
result in any reduction in the growth rate, and therefore will not be the 
cause of any reduction in per capita income or employment. On the contrary, 
if it operates as a cost-free instrument, the mechanisms’s major function would 
be to negotiate with such foreign controlled firms as were covered in the 
scope of its jurisdiction over the quantity and quality of their acivity in 
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Canada and to do this with a view to increasing the level of efficient economic 
activity and improving Canada’s industrial structure, both of which would 
contribute to the growth of employment and real incomes in this country. 
Approached in this way, the review process would be more than just cost- 
free: it would contribute a net benefit to the economy. In undertaking negotia- 
tions, the review mechanism would seek to make the best of the opportunities 
offered by the multinational form of corporate structure, for example, by 
encouraging intracorporate rationalization of production and by obtaining 
the location of more research and product development, exports, procure- 
ment or further processing in Canada. It would block foreign direct invest- 
ment in that relatively small number of cases where such investment would 
distort Canada’s industrial priorities or where it would add nothing of 
significance to the Canadian economy, as in cases where Canadian capacities 
already exist and are ready to do the job. A review mechanism would 
take account of the fact that providing an initial degree of protection for an 
emerging industry in Canada as a means of fostering its development to 
maturity is a valid and economically cost-free approach, provided that 
within a reasonable period of time the infant industry offers the prospect 
of becoming efficient and internationally competitive, and involving benefits 
which compensate for the higher costs imposed on the economy during the 
period of protection. 

The ability of a review mechanism to bargain effectively would depend 
on the existence of adequate Canadian capacities in the entrepreneurial, 
financial, technological and managerial areas and on the general competitive- 
ness of the Canadian economy, which in turn is ultimately dependent on the 
effectiveness of general economic policies. Over a period of years—as the 
cost competitiveness of the Canadian economy develops and alternative 
indigenous capacities to serve Canadian needs are developed—it is con- 
ceivable that a review mechanism could find it possible to block progres- 
sively more foreign investment without imposing added cost on the economy. 

A review process could also be used to protect Canadian entrepreneur- 
ship or other inputs to the industrial process. However, this should be done 
only where an industrial strategy exists under which areas are identified 
where Canadian ownership and control could be of significance otherwise this 
approach should be avoided because it could involve costs that are not 
justifiable. 

There are a number of categories of investment which could be exam- 
ined by a review mechanism. It could review takeovers, new direct invest- 
ments originating abroad, new licensing arrangements, new investment projects 
by existing foreign controlled firms, the activities of foreign controlled firms 
generally new investments by Canadian multinational enterprises, or some 
combination of these. The question of the possible scope of a review process 
is discussed further on, “Establishment of a Review Agency”. 

Whatever its coverage, a review mechanism would have to be guided by 
criteria or guidelines established by legislation. These criteria are considered 
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in greater detail below. In brief, its decisions should be guided by considera- 
tions of industrial and economic efficiency, and by the nation’s industrial 
strategy policies. 

In addition to its review function, the agency could also: 

(i) register foreign takeovers, new foreign investment projects, new 
licensing arrangements involving foreign partners, and so on, for 
information purposes; 

(li) advise the government on foreign investment policy; 

(iii) perform an advisory or consultative function in relation to foreign 
investment implications of other government policies and 
programmes; 

(iv) gather information necessary for purposes of identifying foreign 
control and effective negotiations with foreign investors; 

(v) be empowered to conduct investigations on matters relating to 
foreign investment policy, industries or practices at the request 
of the minister responsible for its activities. 


BASIC REASONS FOR A REVIEW PROCESS 


The basic reasons for administrative intervention in dealing with 
foreign direct investment were given in Chapter Twenty Four above. The 
reasons which argue specifically for a review process as the means of inter- 
vention are set out below: 

(i) One aim of policy should be to ensure that a reasonable propor- 
tion of the benefits from the investor’s distinctive Capacities are 
obtained by Canadians. A review mechanism would allow Canada 
to marshal Canadian bargaining power in an effort to obtain the 
maximum benefits possible for Canada from foreign direct in- 
vestment. Although the review process could not prevent a foreign 
investor from playing off one province against another for maxi- 
mum provincial assistance, it could assess the net benefits to 
Canada of a proposed foreign investment and, among other things, 
take into account any federal and/or provincial grants that might 
be involved. 

(ii) A review process would be flexible. It could concentrate on that 
relatively small proportion of foreign investments which are of 
greatest concern to Canada at any point in time. It could focus on 
the key variable (e.g., research and development, industrial 
structure for economies of scale, and so on), which differs from 
industry to industry and from case to case. It could adapt to dif- 
ferent industries and changing conditions over time, in light of 
the government’s industrial strategy, and in light of increased 
efficiency and new technology which a particular investor might 


453 


454 


(iii) 


(iv) 


(v) 


(vi) 


bring to Canada. As general economic policies and specific re- 
medial measures involving capital markets, technology and 
management result in strengthening of indigenous capability in 
particular industries, the need for foreign direct investment could 
decline. A review mechanism, as opposed to a policy based solely 
on the designation of key sectors or the introduction of across- 
the-board ownership rules, would be flexible enough to take 
account of such changes in its negotiations. 


A review process can and ought to be used as an economically 
rational instrument. Unlike some of the alternative policies 
described below, it could avoid the costs to the economy which 
would result from protecting Canadian owners through blocking all 
foreign direct investment; blocking all direct investment in a 
particular industry regardless of its terms or accompanying bene- 
fits such as new technology; or establishing fixed percentages or 
standards for exports, procurement, etc. without regard for the 
economics of individual industries or cases. The delineation of key 
sectors to be protected from foreign investment or the introduc- 
tion of precise formulae covering such things as the extent of 
exports and the procurement of components would necessarily be 
arbitrary and thus potentially economically costly. 


A review agency would provide an institutional framework through 
which the government could take into account the growing im- 
portance of foreign direct investment generally and the MNE in 
particular, assisting Canada to develop industrial and general 
economic policies which take account of the fact that a growing 
proportion of industry has a world-wide focus and multinational 
corporate links. 


A review process is a mechanism with which international business 
is familiar, a fact which would probably make it easier for Canada 
to use this approach. It would focus on terms and conditions 
with which businessmen are well acquainted. As pointed out in 
Chapter Twenty, most countries have some power of control over 
direct investment. A number of governments have some type of 
review process. 


The introduction of a review process to examine and improve the 
benefits of foreign direct investment does raise sensitive issues. 
These include possible additional uncertainty for some elements of 
the business community in making some decisions; the additional 
degree of government intervention a review mechanism represents 
to the private sector; a new use of federal power in Canada; and 
the difficulties in making the judgments involved. These problems 
are discussed later in this chapter. 


SCOPE OF THE REVIEW AUTHORITY 


In considering the possible scope of the review authority, the following 

questions are examined: 

(1) What specific business functions or activities might be taken into 
account in reviewing a particular direct investment (e.g., exports, 
imports, research and development)? 

(ii) What criteria should be selected to guide review authorities in arriv- 
ing at their decisions? 

(iii) How would the review process go about dealing with direct invest- 
ment? 

(iv) What would be the relationship between the review process and 
other government programmes? 

(v) What categories of investment—takeovers, new enterprises estab- 
lished from abroad, major investments by existing foreign con- 
trolled firms and so on—should come within the purview of the 
review mechanism. 

Fach of these questions is considered in turn below. 


FACTORS TO BE TAKEN INTO ACCOUNT BY THE REVIEW AGENCY 


In order to arrive at a decision on a particular investment, the review 
authorities would need information on a variety of matters relating to a for- 
eign investor’s corporate structure, behaviour, and plans. These factors 
would be examined in light of the criteria or guidelines discussed in the next 
section. These are also the areas to which the review authorities would look 
to improve net benefits to Canada. These factors include: 

—the nature of the product line and the nature and extent of ration- 
alization in the corporate organization; 

—Froposed relationship of the subsidiary to the parent and its inter- 
national affiliates, including managerial lines of reporting from 
the subsidiary to the parent; 

—the nature of the technology to be employed (in comparison with 
the technology available in Canada); 

—plans for research and development and product innovation in 
Canada; 

—export plans and market opportunities to be made available to the 
subsidiary, including whether the subsidiary is to be excluded from 
certain export markets either because of the parent’s global mar- 
keting strategy or because of the laws, policies or regulations of 
the parent’s home government; 

—plans for obtaining equipment, materials, components and services 
in Canada; 

—plans for expansion of the subsidiary; 

—plans for the hiring of Canadian managers and other employees, 
and the appointment of Canadian directors; 
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—capital structure; 

—sources of financing, present and future; 

—the opportunity for equity participation by Canadians; 

—the degree of processing of resources (if in the resource industries ) 
in Canada. 


These factors are not all of equal importance. Their significance for Ca- 
nadian economic development will vary from industry to industry and from 
case to Case. 


GUIDELINES FOR THE REVIEW PROCESS! 


A review process could concern itself with bargaining for more exports, 
more procurement and more research and development without regard for 
their impact on efficient industrial development in Canada. To avoid such 
a costly approach, the review agency should be directed to follow certain 
criteria or guidelines in considering industrial foreign investment proposals. 
Such criteria could be spelled out in legislation or in regulations established 
under the legislating authority establishing the review mechanism. 

These guidelines could include some or all of the points following: 


Contribution to Productivity and Industrial Efficiency 


A basic guideline applied by a review process should concern the con- 
tribution of a particular investment to productivity and efficiency. The ap- 
plication of this criterion would be a substantial guard against inefficient in- 
crementalism, that is, pressing for such things as increased exports or research 
and development without regard to economic costs. 

The use of this guideline would not exclude the protection of Canadian 
entrepreneurs in circumstances where this protection is short term in 
nature and would lead in the foreseeable future to the development of an 
efficient Canadian competitor. The conditions noted earlier for infant industry 
protection would have to be met. 


Compatibility with the Government's Industrial Strategy 


A review process should operate within the framework of the govern- 
ment’s industrial strategy, to the extent that it is articulated, and could 
become a potent instrument for its implementation. At the same time, by 
indicating areas of specialization where Canadians might concentrate their 
efforts, an industrial strategy would constitute a further safeguard against the 
review agency promoting indiscriminate development of all industries equally 
or on an incremental basis. 


1The guidelines suggested below apply mainly to the manufacturing and resource indus- 
tries. It may be necessary to have different, or additional guidelines for some of the service 
industries, such as rules on disposition of Canadian savings by foreign financial institutions 
operating in Canada. 
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Pending a comprehensive industrial strategy, the review authorities 
would lack one source of guidance in determining what areas of investment 
should be a matter of special concern to them. In these circumstances, the 
review authority would seek to achieve an efficient and internationally com- 
petitive form of production in each case. It would negotiate the terms of 
entry in Canada of proposed foreign direct investment which would make 
a positive contribution to the Canadian economy. This could require, in 
some circumstances, some form of rationalization within the international 
corporate structure. The review agency would bargain hardest in industries 
where Canada has some basic strength. These would probably be industries 
where a good case can be made for concentrating activity under an industrial 
strategy. In effect, a review process would be employing at least one of 
the important criteria of any sound and economically justifiable strategy— 
comparative advantage and economic efficiency. 


Contribution to the Level of Economic Activity 
and Employment 


Increased economic activity and employment can be among the major 
benefits of foreign direct investment. A review agency should therefore also 
take into account the impact of a particular investment on these factors. 
In weighing these factors, it is equally important that the agency not operate 
on a basis of economically unsound incrementalism, but in accordance with 
the government’s industrial strategy and the efficiency guidelines mentioned 
above. 


Geographic Location within Canada 


A review process could also be used to support the government’s 
desire to improve economic conditions in the slow growth regions of the 
country. The review agency could be directed to regard location in a slow 
growth region as a positive benefit in assessing the net impact of the invest- 
ment on Canada. However, if the foreign investor locates in a designated 
region because of a DREE grant or other government incentive, the review 
agency should, as a general rule, apply the same criteria as it would to foreign 
direct investment in other areas of the country. If it did not, the investor 
would in effect be benefitting twice. 


Competitive Impact of Foreign Direct Investment 


Foreign direct investment, whether it is in the form of a takeover 
of an existing company in Canada, or the establishment of a new enterprise, 
can have a significant impact on the degree of competition in an industry. 
To the extent that the impact on competition would be positive. the review 
agency should regard it as a benefit to be derived from the investment in 
question. 
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In the case of takeovers, a role for a review agency need not conflict 
with the responsibilities of the proposed Competitive Practices Tribunal 
(cPT), which would have statutory authority to determine the competitive 
impact of takeovers. Each agency would apply its set of criteria to the take- 
over. The potential relationship between these two agencies is considered 
below. In brief, a takeover which contravenes the proposed Competition 
Act would be blocked by the cpT and would not come before the review 
agency. A takeover that was neutral in its effect on competition would be 
examined by the review agency, but it would not consider competitive stimu- 
lation as one of the benefits flowing from it; a takeover judged by the cpT to 
stimulate competition would be considered by the review agency, which 
would take into account the beneficial impact on competition in arriving at 
its overall cost/benefit judgment. 


Other Economic Benefits 


A review process should also consider the actual and potential spill- 
over benefits from foreign direct investment, such as the training of Canadian 
managers and labour. 

The various aspects of corporate behaviour would be considered in 
terms of their impact on these guidelines. 

It is conceivable that in examining a particular case, there may be some 
conflict between these guidelines, that is, between efficiency and greater 
activity. Any conflict of this nature would have to be resolved by a decision 
based on the government’s overall priorities, which are likely to change from 
time to time in response to the changing domestic and international situation. 


APPROACH TO DIRECT FOREIGN INVESTMENT 
UNDER THE GUIDELINES 


The application of these guidelines would lead to the treatment of 
foreign direct investment in one of five different ways: 
(i) In most cases of proposed foreign direct investment registered 
with a review agency, there would be no negotiations or refusal 
of entry because the value of the investment would be below a 
threshold of economic significance. Such a threshold would likely 
have to be established for reasons of administrative feasibility. 
(The matter of thresholds is discussed further in sections below. ) 
(ii) In some cases of economic significance, foreign direct investment 
would be welcomed because it offers some element of distinc- 
tiveness superior to that of Canadian firms and which cannot be 
acquired more efficiently via licence or through a joint venture. 
In these cases, the review authorities might negotiate with the in- 
vestor over terms of entry if they believed that more of the in- 
vestor’s total operation could be based economically in Canada. In 
most cases this would involve rationalizing production within 
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(iii) 


(iv) 


the MNE. The rationalized structure would allow the Canadian 
subsidiary to realize significant economies of scale and to play a 
more important role in the international corporate structure. Be- 
cause the foreign investor’s distinctive capacity is often great and 
his bargaining position strong in these cases, negotiations may 
not result in substantial added benefits. 

In other cases, the distinctiveness may not be as great or Cana- 
dian controlled firms may exist that can develop it. In these cases, 
the review authorities could seek to have the distinctive capacity ac- 
quired in Canada under licence, or they could promote the estab- 
lishment of a joint venture with a Canadian firm. If this proves 
unsuccessful, or if it is decided to allow the foreign investment for 
other reasons (perhaps because of its contribution to technological 
efficiency, employment, competition or regional development), 
bargaining may nevertheless take place in order to try to maximize 
net benefits to Canada. 

In other cases, perhaps involving industries made up of both 
Canadian and foreign controlled firms, the review authorities may 
determine that new foreign direct investment would not add any- 
thing new, say in the way of new technology, markets or com- 
petitive stimulus. The investment may even be detrimental, dis- 
torting industrial priorities or have anti-competitive effects, for 
example. If nothing of value is being brought to Canada, the 
entry could be refused. This would not be motivated primarily 
by the desire to protect Canadian entrepreneurs, but rather to 
maximize net economic benefits to Canada. Blocking is least 
likely to occur in the case of new investment in manufacturing, 
where a Canadian alternative may not be available. It is more 
likely to occur in the case of takeovers, particularly in the resource 
industries where the foreign acquirer may contribute very little. 

In summary, foreign investment would be resisted in cases where: 

—the Canadian economy is strong so that foreign investment is 
not vital to economic development; 

—foreign investment distorts Canadian industrial priorities (per- 
haps because of foreign government incentives which cannot 
be effectively “neutralized” or captured); 

—foreign investment has anti-competitive effects. 


It should be emphasized again that the ability to resist foreign 
direct investment depends to a large extent upon the existence of 
Canadian capacities. This serves to underline the importance of 
having aspects of a positive nature in a foreign investment policy. 
Successful measures of a positive nature should, over time, reduce 
the need for foreign investment. A foreign entrant who today 
possesses a superior distinctiveness might tomorrow be resisted 
or be required to enter Canada via licence or joint venture. Im- 
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proved Canadian capabilities should also increase the bargaining 
power of a review agency and permit it to negotiate better arrange- 
ments. Similarly policies designed to improve the general economic 
environment—making all industry more efficient regardless of 
ownership—would affect the extent to which the review authori- 
ties have to bargain over certain elements. For example, the 
market itself might produce less fragmentation if more competi- 
tive conditions and access to larger markets exist and lower 
production costs make it easier to attract foreign firms to undertake 
various activities in Canada. 

(v) There is a category of industry which the government may decide 
to reserve for Canadian controlled firms for economic or mixed 
economic and non-economic reasons. These include the culture- 
based industries and industries where the government believes that 
Canadian controlled firms are desirable because of the vital part 
such industries play in the operation of the economy as a whole. 
There is a further discussion of these industries in Chapter Twenty 
six dealing with key sectors. The government might also wish to 
protect a particular industry for Canadian controlled firms if it 
is believed that it could develop into an efficient international com- 
petitor within a reasonable period of time. 

Negotiations by a review agency would represent an attempt 
to reduce truncation or to obtain the distinctive Capacity at a 
lower cost—for example, by reducing or removing export restric- 
tions, by requiring greater production, procurement or R&D in 
Canada where economic. In many cases, this would also give 
Canadian entrepreneurs and suppliers greater opportunities to in- 
crease production, employment, and efficiency. 

Bargaining could take place on some or all of the following 
factors: 

—degree and nature of rationalization including production for 
export markets, or the shifting to Canada of production of 
components for parents and affiliates abroad; 

—the location of research and product development facilities in 
Canada; 

—possible future expansion in Canada; 

—degree of processing of raw materials in Canada. 


While less practicable in most situations, bargaining could, in some 
cases, take place over the nature of the product line or the nature of the 
technology to be used. An attempt could be made, for example, to obtain 
the use of more modern technology in Canada. Depending on the balance of 
payments situation and the domestic credit situation, bargaining may also 
take place over sources of financing. The review authorities may wish to urge 
the foreign investor to import all his capital requirements, or alternatively, 
to raise needed capital from Canadian sources. The use of Canadian man- 
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agers and directors,” opportunities for Canadians to obtain equity, and Jong- 
term balance of payments effects (if known)? might normally not be matters 
for bargaining, but could be taken into account in the final cost/benefit 
judgment. Transfer pricing, as a tax revenue problem, can be best handled 
through tax law and its administration. 

In arriving at its final cost/benefit judgment, the review authorities would 
consider whether equal or greater benefits were available from a Canadian 
source. They might also consider the possibility of trying to separate the total 
foreign direct investment package in order to obtain the distinctive capacity 
in a form other than through direct investment—perhaps through a joint ven- 
ture of the foreign enterprise with a Canadian firm, or obtaining the tech- 
nology under licence. A review agency could also, in some cases, look at the 
possibility of obtaining the distinctive input from an alternative foreign source. 

The guidelines suggested above envisage the review process as a mecha- 
nism which would impose no costs on the Canadian economy, but on the 
contrary offer a potential for increased economic efficiency and employment 
opportunities. If the government is prepared to countenance some economic 
costs for the purpose of producing long-run benefits, it could consider pro- 
posing that the review agency be authorized by statute to provide an element 
of protection under certain circumstances and for a limited period for par- 
ticular industries. It could, for example, protect an industry where Canadian 
entrepreneurs are judged to be at the “take-off” point, by blocking a proposed 
foreign takeover or new foreign investment. Alternatively, where the govern- 
ment found that Canadian ownership is important to the realization of certain 
objectives, it could identify key sectors to be protected for development by 
Canadian controlled firms. 

With the development of government policy as to industries whose devel- 
opment would be encouraged, it would be possible to add this element of 
protection of Canadian entrepreneurs without great difficulty. Until this policy 
is articulated, the review process should probably be a non-protectionist 
mechanism. If desired, protection of Canadian entrepreneurs can be built in 
at a later state as the government’s industrial strategy is more fully defined 
and/or when judgments about particular sectors become more fully developed 
as a result of the operation of a review process. 


RELATIONSHIP OF THE REVIEW PROCESS TO OTHER 
GOVERNMENT PROGRAMMES 


The use by a review process of the criteria suggested above will have 
implications for other government programmes and policies, such as trade, 
industrial, mineral, employment and regional development policies. This raises 
the question of the relationship of a review process to these programmes and 
to the departments that are principally responsible for their implementation. 


* See Chapter Twenty Seven. 
8 See Chapter Fourteen. 
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A review process could operate within the framework established by 
these policies and the departments responsible for them. It could cooperate 
with departments in the implementation of these programmes and policies 
insofar as they raise issues related to foreign investment policy. Indeed, to the 
extent that the government has defined its general economic and industrial 
strategy, all programmes and policies—including a review process—would be 
working to achieve the objectives involved. 

A review agency could have an advisory role in relation to other depart- 
ment’s policies which affect foreign investment in the economy. 

There is a danger that a review process would become an instrument for 
the implementation of a variety of government policies and programmes unre- 
lated to the objectives of the review process. For instance, pressures could 
develop to block a particular foreign investment unless certain anti-pollution 
steps were taken. This risk would be minimized if a review process is guided 
strictly by its own criteria in making decisions with other considerations being 
dealt with by other arms of the government. 

Arrangements for consultation and cooperation with other departments 
and agencies in the operation of the review process will further help to avoid 
any conflict or overlap between a review process and other departments. The 
discussion below on administrative procedures elaborates the type of admin- 
istrative relationship with other departments that is envisaged. 


WHAT CATEGORIES OF INVESTMENT COULD BE REVIEWED? 


Legislation could require registration with the review agency of the 

following: 

(i) takeovers of Canadian firms, whether Canadian or foreign con- 
trolled, by foreign interests and whether the acquiring firm was or 
was not already established in Canada; 

(ii) new enterprises established from an external base (i.e., foreign com- 
panies making direct investment in Canada for the first time); 

(iii) new licensing and franchising arrangements; 
(iv) major new investments by existing foreign controlled companies in 
Canada; 

(v) existing foreign controlled companies, even if they are not planning 
major new investments; 

(vi) major new investments abroad by Canadian based multinational 
companies. 


The review agency could be authorized to review and bargain over one 
or more of these categories of investment. The pros and cons of these alterna- 
tives are considered below. 

Before proceeding, it should be recognized that the degree of intervention 
_ involved in screening will vary not only with the kinds of transactions which 
fall within the jurisdiction of the review mechanism, but also with the number 
of cases covered in each category. It is unlikely that all investments in each 
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category would be subject to review. The review authorities would normally 
concentrate on transactions of economic significance. By limiting the review 
process to major transactions, it would be possible to maximize economic 
impact while minimizing the number of cases subject to intervention. This 
question is considered in greater detail below. 


Foreign Takeovers 


General 


A review authority could look at foreign takeovers of Canadian firms, 
whether Canadian or foreign controlled and whether the foreign acquiring 
firm was or was. not already established in Canada. In performing their 
function, the review authorities could apply the general guidelines relating to 
all foreign investment set out above. Briefly, an assessment would be made 
of the advantages of the proposed takeover in terms of its contribution to 
efficiency, employment, competition and so on. If superior terms were pos- 
sible, the agency would negotiate for them. If little or no contribution would 
be made to the industry by the foreign participant, it would be blocked. 

This approach could sometimes place the individual Canadian seller in 
a less favourable position, as the group of potential purchasers would be 
somewhat narrowed. This of course could also happen under the Combines 
Investigation Act, the Bank Act, the Broadcasting Act, and other legislation 
designed to effect a balance between private interests and public benefits. 
Only a small number of individual proprietors would be affected because of 
the operation of the size criterion and because acquisitions of small firms 
are much less likely to be blocked. 

A proposed takeover, whether it involves a foreign takeover of a 
Canadian controlled firm, or of a foreign controlled firm which is changing 
hands, provides an Opportunity for a review agency to determine if a Cana- 
dian buyer is available. The objective would be to find a Canadian proprietor 
who could do a better job, or at least as good a job, and maintain for Canada 
the advantages of Canadian ownership identified in Chapter Twenty Four. 
While a review authority might canvass the possibility of securing a Canadian 
buyer, in the event no Canadian buyer emerged it could authorize the foreign 
takeover if it appeared to offer sufficient advantages to the economy. Con- 
sideration could be given to providing for a prescribed waiting period between 
a proposed foreign takeover and its completion, during which public notice 
of the intended purchase would be given to permit any potential Canadian 
buyer to come forward. However, the foreign takeover policy cannot hinge on 
a requirement of finding an alternative Canadian buyer on comparable terms, 
since to do so would seriously undermine any takeover policy; nor should the 
government adopt the posture of being a buyer of last resort. It should simply 
use its statutory authority to prohibit undesirable foreign acquisitions. 

A time period should be provided for a review agency to declare its 
_ position—say sixty days from the date on which all required information has 
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been submitted. If no government objection were made, the takeover might 
proceed automatically. If the agency indicated it was prepared to challenge 
the takeover or to bargain over its terms, however, the issue would then 
come under consideration. It is open to question whether the bargaining pro- 
cess should be subject to any statutory time limit, since it might undermine the 
bargaining position of the agency. 


Relationship of the Screening Agency to 
the Proposed Competitive Practices Tribunal 


Under the terms of the proposed Competition Act, an acquisition of a 
Canadian firm by a foreign interest would have to meet the general merger 
provisions and the rules applying to foreign takeovers as administered by the 
Competitive Practices Tribunal. These would remove from the review pro- 
cess takeovers that are harmful to domestic competition and which have no 
redeeming virtue in creating new efficiencies. However, the rules under the 
proposed competition policy would only block those takeovers which had an 
adverse impact on competition. The Competitive Practices Tribunal could 
not prohibit takeovers which neither helped to stimulate competition nor 
brought other benefits to the economy. Such questions could be considered 
by a review process concerned with foreign investment. 

In blocking proposed takeovers which add nothing of value to Canada, 
or in bargaining for greater benefits, the review authorities could examine 
proposals involving large Canadian firms more closely than those involving 
small ones. A takeover of a smaller firm is more likely to benefit the economy 
than the takeover of a large firm in the same industry, which frequently in- 
volves a simple change of owners with little or no improvement through the 
introduction of new technology, economies of scale or other benefits. 

If a review process were implemented, a proposed takeover would be 
subject to examination by two public bodies. This cannot be avoided, how- 
ever, without removing all consideration of foreign mergers from competition 
policy, or all takeovers from the jurisdiction of the review process. Neither of 
these alternatives is desirable for both policies would be serving a well de- 
fined public objective. It would be inappropriate to have the review authori- 
ties administer competition policy for foreign takeovers and the Competitive 


4The general merger provisions in the proposed legislation empower the Tribunal to 
examine mergers which “significantly lessen competition”. Such a merger would be prohibited 
unless it resulted in efficiencies, a substantial part of which were likely to be transmitted to 
the market place. A foreign takeover would be subject to these general rules. 

Since a foreign takeover might not Jessen competition from a previous level, but still be 
detrimental to competition, a further set of rules would be applied by the tribunal. The 
grounds for having these additional rules are basically that a foreign takeover can create 
or entrench market dominance on the part of the acquired firm in Canada; that the influence 
of a foreign cartel or oligopoly may be introduced into Canada as a result of the takeover, 
reducing the competitive independence of the acquired firm; or that the takeover could lead 
-to a restriction of production or exports by the Canadian firm. In each case, the defence 
applicable to Canadian mergers would be possible, namely that the acquisition would lead to 
a significant improvement in efficiency, with a substantial part of the benefits being trans- 
mitted to the market-place. 
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Practices Tribunal for domestic mergers, since conflicting interpretations of 
competition policy could arise. Furthermore, the review process envisaged in 
this analysis would not be an independent adjudicative agency, unlike the 
proposed Competitive Practices Tribunal. The other alternative—foregoing 
the examination of takeovers through a review process—would preclude 
blocking those foreign takeovers which add nothing of benefit to Canada 
and also remove the opportunity to bargain for increased benefits from those 
allowed to take place. A procedure whereby takeovers are considered by the 
proposed Competitive Practices Tribunal, prior to review by a screening 
agency, would reduce to a certain extent the number of takeovers left to the 
more discretionary review process. 

To mitigate the problem of a businessman having to deal simultaneously 
with two government agencies over the same takeover, the foreign purchaser 
could apply to the review agency for approval, and it, in turn, could be re- 
quired by law to notify the Competitive Practices Tribunal and the Com- 
missioner under the proposed Competition Act. The review agency would 
conduct its preliminary investigations while the Tribunal deliberated over the 
takeover. If the Tribunal did not oppose the takeover, the review agency 
would be able to enter into discussions with the foreign investor immediately, 
thus reducing any delays. The foreign investor would make only the one 
application to the review process, thus providing him with one point of 
initial contact with the Canadian government. Only a few foreign takeovers 
can be expected to involve two full steps of examination. They would usually 
be the ones which are of doubtful benefit to Canada. 


New Enterprises Established From an External Base 


The following arguments can be made for going beyond takeovers in 

the review process: 

(a) New foreign direct investment can have the same adverse eco- 
nomic impact as takeovers—by restricting competition, for example. 

(b) The scope for bargaining to obtain greater benefits for Canada is 
probably greater in the case of new investment than in the case 
of takeovers. 

(c) Without the ability to screen new enterprises established from an 
external base, the takeover rule could become less effective. For 
example, if the review agency blocked the takeover of a Canadian 
firm because the foreigner would not add anything of significance 
to its operations in terms of technology, managerial efficiency, 
markets, etc., there would be nothing to stop this particular foreign 
direct investor from setting up a company in Canada and perhaps 
managing to drive the Canadian out of business. He would be 
eliminating, through the avenue of new investment, a company 
which the review process thought should be protected and remain 
in Canadian hands. If this occurs as a result of superior efficiency, 
there is a net economic gain for Canada. But if, on the other hand, 
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it occurs as a result of sheer market power, there could be a net 
economic loss, as well as a diminution of Canadian ownership. 
This dilemma could be avoided if competition and other general 
economic policies created an environment which would effectively 
preclude predatory action. 

There is a further consideration. The prospective Canadian 
seller, anticipating that the proposed foreign buyer might enter the 
Canadian market directly as a competitor in the event the takeover 
of his firm did not go through, might urge the government not to 
bargain too vigorously over the transaction. He would claim that 
there would be no net economic benefits to Canada if the acquiring 
firm should later enter through new investment rather than take- 
over. He might also argue that the selling price of his business 
would be adversely affected either if the terms of the takeover 
demanded from the prospective foreign buyer were onerous, or if 
the foreign firm entered the Canadian market directly in the 
event the takeover was blocked. 

(d) The review of proposed new foreign investment in the natural 
resource industries would provide the government with a_par- 
ticularly valuable instrument to deal with the problem of maintain- 
ing balanced economic development and employment for Canada’s 
growing labour force in the face of the mounting foreign demand 
for Canadian raw material. 

(e) The ongoing development of an industrial strategy might also be 
assisted by the information and experience gained in dealing with 
particular new investments through a review agency. Reviewing 
new investment could be an additional tool in the government’s 
arsenal to deal with balance of payments and exchange rate prob- 
lems, with foreign investors under certain circumstances being 
required to raise funds either in Canada or abroad, depending on 
the balance of payments situation. 


The approach to new foreign investment would be basically the same 
as that set out above for foreign takeovers. The review agency would have 
to be notified of all new enterprises established from an external base. Since 
the focus of concern would be investments over a certain size, most new 
investments would be likely to proceed without further action by the agency. 

The agency would have to negotiate for the best terms possible for 
Canada from a proposed investment, assuming it had potential benefits to 
offer. Similarly, it would be open to the agency to block the entry if its evalua- 
tion led to the conclusion that the net benefits to Canada were not significant 
or were negative. 

While the same general criteria would apply to takeovers and new invest- 
‘ment (impact on productivity, industrial efficiency and the industrial struc- 
ture, contribution to the level of economie activity and employment, geo- 
graphic location, competitive impact, and so on), there is much less likelihood 
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that new investment would be blocked. Indeed, because of the potential new 
activity and competitive stimulus of new investment, the bias would probably 
be in favour of allowing new investment. Takeovers would likely be looked 
at more critically. 

In the case of new investment, the review agency could also give con- 
sideration to the alternatives of a joint venture with a Canadian producer or 
the licensing of an independent Canadian entrepreneur if a viable Canadian 
partner exists. 

The value of licensing arrangements involving use of foreign technology 
or know-how and joint ventures lies in the fact that they may impose fewer 
restrictions on the activities undertaken in Canada and result in greater 
benefits to Canada. More generally, these techniques permit greater Canadian 
influence over the industrial activity involved while, at the same time, they 
give Canada the benefit of the superior foreign inputs. The licensee is 
generally left some latitude in management, production, procurement, sales 
and pricing. He is freer and more likely to “shop around” for various inputs, 
including the pursuit of alternative sources of the technology if other prefer- 
able sources exist or arise at a later date. This is not to suggest that the 
multinational enterprise does not search out new or lower cost technologies, 
which are ultimately made available to the Canadian subsidiary, but that the 
Canadian operation may be tied more closely to the single source of tech- 
nology—to the possible disadvantage of Canada. 

To achieve maximum benefits from a licensing arrangement, the Cana- 
dian partner must have the capacity to select wisely, and to operate and 
develop the “know-how” which is made available at arm’s length. It is also 
important that he be able to profit by it if he develops or improves the 
“know-how”. 

Licensing arrangements may not lead to a continuing relationship be- 
tween the companies entering into them, whereas foreign direct investment 
ordinarily provides easy access to the latest developments within the enter- 
prise. In the case of licensing arrangements, further development of the 
“know-how” which has been transferred may have to be further negotiated 
by the licensee. On the other hand, it must be remembered that direct invest- 
ment can lead to the establishment of rigid patterns of dependence on one 
source for needed technological or other inputs. This may lead to the use 
of a technology inappropriate to the Canadian scene or delays in obtaining 
the best and cheapest technology available elsewhere. 

The foreign proprietor of the “know-how” will often favour direct in- 
vestment as a technique of maximizing his benefits. But he may have a variety 
of reasons for not doing so. If he lacks resources and can gain most of the 
benefits through licensing, he might favour this technique. He might also be 
wishing to take advantage of a Canadian’s existing distribution channels. 

The possibilities for the review authority to encourage the use of licens- 
ing and the bargaining capacity of the potential Canadian licensee will vary 
from case to case, depending upon the viability of this form of transfer, the 
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possibilities of indigenous development taking place, and the terms attainable 
through licensing. 

A joint venture is a half-way house between direct investment and 
arm’s length procurement of the distinctive input. The presence of a Canadian 
participant in the management of an enterprise can increase the benefits for 
Canada. The appropriateness of this technique, and the extent to which it 
adds to the benefits for Canada, will also vary from one setting to another. 

Finding a Canadian partner with the requisite capacities to enter a joint 
venture may be difficult. The inputs which each partner has to make are par- 
ticularly important if the joint venture is to thrive. If the partners are very 
unequal, the prospects are less bright. Similarly, the more dynamic the setting, 
the more precarious is the joint venture. This is the case because the distri- 
bution of responsibility and proceeds may become inappropriate in a rapidly 
changing situation, putting heavy strains on the partnership. The likelihood 
of indigenous development by the joint venture and the degree of indepen- 
dence which it might achieve from the foreign participant might also affect 
the attitude of the review agency toward proposed enterprises in this form. 

A review process could also remain alert to the possibiilty of 
encouraging the use of contracts for the transfer of particular capabilities or 
skills—management contracts, for example. 

While there is potential for greater benefits from licensing arrangements 
and joint ventures, these techniques can also be accompanied by conditions 
and restraints which are as confining as foreign direct investment. Further- 
more, these business relationships are not appropriate for the transfer of 
all distinctive inputs, so that a general policy insisting on their use in all 
cases would be inappropriate. 


Licensing Arrangements, Joint Ventures and other 
Contractual Arrangements 


Although it may be in Canada’s interest to encourage the use of licens- 
ing, joint ventures, management contracts or similar arrangements in some 
instances, careful attention must be given to the terms involved. Indeed, 
a case can be made for reviewing all arm’s length arrangements of this 
nature including those which were encouraged by the review process itself. 

Firstly, the kinds of restraints which would concern the review author- 
ities in examining foreign direct investment, such as export restrictions, tied 
procurement and exorbitant fees, can be imposed on Canadian business 
through techniques such as licensing agreements, joint ventures and con- 
trolling contractual arrangements. 

Secondly, these contractual techniques can be used, in some cases, to 
exercise effective control of a company and could thus lead to circumvention 
of the government’s objectives with respect to direct investment. 
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Thirdly, it is worth considering attempting to enhance the bargaining 
position of the Canadian buyer, or otherwise improving the terms of the 
contract for Canada, much as in the case of new investment. The foreign 
partner or licensor is in the position of a single seller facing a number 
of alternative Canadian buyers. Each prospective Canadian buyer can per- 
haps offer access to a portion of the market. The review agency might be 
able to reduce the ability of the seller to play off one potential Canadian 
buyer against another, by exacting some basic conditions for the arrangement. 

It must be recognized that a decision to review business arrangements 
of this nature would affect the activities of Canadian controlled firms, much 
as would a foreign takeover rule. It is not possible to determine precisely 
how many instances would be involved, as there are very little data avail- 
able. Some rough estimates are made below. Efforts should be made to 
obtain better information on the frequency and economic impact of licensing 
arrangements in Canada. 


Major New Investment of Existing Foreign Controlled Firms 


The question of reviewing major new investments by existing foreign 
controlled firms must also be considered. These investments could be either 
in the form of major new additions to capacity in the same industry, or 
investments in an entirely new line of business. They may or may not 
involve the use of Canadian capital markets (including new issues of stocks 
or bonds). 

Some of the arguments for reviewing major investments by existing 
foreign controlled firms include the following: 


(a) In strict economic terms, a new investment by a foreign controlled 
firm already operating in Canada, whether it is a major expansion 
of an existing business or entry into an entirely new line of business, 
is fundamentally no different from an investment by a new entrant 
to Canada. 

(b) The foreign controlled sector of Canadian industry is very large 
and an increasing proportion of its continuing growth is being 
financed from internal resources. Indeed, existing foreign con- 
trolled firms are the most important source of the growth of 
foreign control in Canada. 

(c) Failure to review major new investments by existing foreign con- 
trolled firms would give them a degree of advantage over potential 
new foreign entrants, a fact which may te undesirable for 
industrial development and competitive reasons. 

(d) The bargaining strength of the review agency might be reduced 
if applicants could point to existing competitors who are not 
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subject to constraints on behaviour by virtue of having entered 
prior to the policy coming into force. 


There are, however, arguments against screening major new investments 
by existing foreign controlled firms. 


(Gi) 


(il) 


(ili) 


(iv) 


(v) 


(vi) 


A policy which seeks to review investments by these firms, espe- 
cially if it seeks to consider additions to capacity, would be re- 
garded by some critics as having retroactive impact particularly 
because it would interfere with the firm’s use of retained earnings. 
It could adversely affect the competitive environment by placing 
the foreign controlled firms under a review process not imposed 
on their Canadian competitors. 


It would represent a fundamental change in the rules of the game 
by the government. In particular, it would be more interventionist, 
and would alter the traditional relationship between business and 
government. 


There would be misgivings in some quarters about the fairly wide- 
spread substitution of administrative judgment for the working of 
the market place. There would be concern about the government’s 
ability to make decisions on economic criteria alone without allow- 
ing other considerations to intervene and about possible errors in 
judgment by the review agency. 


The displacement of the market place and the substitution of ad- 
ministrative judgments could lead to a temporary drop in invest- 
ment by existing foreign controlled firms and perhaps, over the 
longer run, make Canada a less attractive location for investment. 
Furthermore, a stultification of innovative activity in the economy 
could also result. 

Such a policy could conceivably create problems in relations with 
foreign governments if existing foreign controlled firms sought to 
enlist the support of their home governments, arguing that their 
normal growth in the Canadian market would be affected. 


These problems could possibly be reduced over time as the operation 
of the review agency demonstrated to foreign investors and the Canadian 
business community that the main objective is not to block foreign direct 
investment which can make a significant contribution to efficient Canadian 
development. 

There follows an examination in more detail of possible alternative 
methods of screening the existing foreign controlled sector. The discussion 
considers the question of major investments by existing foreign controlled 
firms in new lines of business and major investments in their current line 
of business. It also considers the question of major capital drawings either 
from abroad or through domestic capital markets by such foreign controlled 
companies. i 
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Major Investment by an Existing Foreign Controlled 
Firm into a New Line of Business 
+ ata tae ter lds oeiadig scbelats 


A major investment by an existing foreign controlled firm into a new 
line of business has almost all the characteristics of a new investment by a 
foreign controlled company not yet established in Canada. Many of the same 
arguments in favour of reviewing new investment from an external base also 
apply to this category of investment. 

Reviewing major investments by existing foreign controlled firms into 
new lines of business would represent an added degree of interventionism, 
but there are no data to indicate how significant this would be. It seems un- 
likely that there would be many investments in this category, for most cor- 
porate investment tends to be in specific sectors, that is a corporation usually 
invests in the industry in which it is already operating and which it knows 
best. 

Some of the arguments mentioned above against reviewing the exist- 
ing foreign controlled sector would apply as well in this more limited cate- 
gory since it would affect the operations of at least some existing foreign 
controlled firms. These arguments would not, however, be as significant since 
in this case an existing foreign controlled firm would, in effect, be proposing 
to change its line of business. But such a move would raise the difficult defini- 
tional problem of what constitutes “a new line of business.” 


Major New Investments in 
Current Lines of Business 
Sy i a ala 


Reviewing major new investments in current activities (e.g., large ad- 
ditions to capacity) would impinge more substantially on the operations of 
existing foreign controlled firms. It would be criticized on the ground that 
Such a review interfaced with a firm’s use of its retained earnings and its 
ability to grow. All the arguments against reviewing the activities of existing 
foreign controlled firms set out above would apply here in even greater 
measure. In substance, it raises the broader question of whether the activities 
of existing foreign controlled firms should be subject to review under the 
guidelines of the review authority. 


Major Drawings on Canadian Capital Markets 
or Capital Imports 


The concept of reviewing major drawings on Canadian capital markets 
is one alternative approach which would permit a review process to examine 
most major expansions and, where appropriate, to negotiate about various 
aspects of the proposal. By putting the government in the position of review- 
ing the use of Canadian capital markets for certain purposes, it could provide 
one means of dealing with the contention that foreigners are simply em- 
ploying Canadian financing resources to increase their control of domestic 
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industry. It would also give the government an additional instrument to deal 
with balance of payments and exchange rate problems. It could help ensure 
that foreign controlled firms tapping Canadian capital markets were not 
displacing potential Canadian users of those funds. Lastly, it avoids any 
attempt to review the use of retained earnings and other internal resources 
by foreign controlled firms. This approach would also require the review 
of large capital imports by foreign controlled firms, since a capital import 
can also displace Canadians from Canadian capital markets if the govern- 
ment were forced to borrow to finance the foreign exchange transaction re- 
sulting from the capital inflow. 

While permitting the review agency to deal with most major expansion, 
this technique would tend to give a preference to a firm having internal 
resources within Canada, which could as a result not have its expansions 
subject to the review process. It would also lead to attempts to transfer 
funds to the subsidiary from affiliates abroad in non-equity forms (e.g., 
through transfer pricing techniques in order to avoid the review mechanism). 


Existing Foreign Controlled Firms Not Making 
Major New Investments 


The broader question of reviewing the nature of the operations of 
existing foreign controlled firms, regardless of planned expansion or use of 
Canadian capital markets, raises difficult questions. 

As pointed out above, the foreign controlled sector in Canada is large 
and much of its continuing growth is being financed from internal sources. 
There are arguments for reviewing this as well. In some respects, it could 
be argued that the economic case for reviewing foreign direct investment 
is strongest in the case of these firms. As they have an established market, 
a market image which they have worked to develop and a committed 
investment, Canadian bargaining power is probably stronger with these firms 
than in relation to new foreign investors. The potential benefits are great, 
if for no other reason than the large number of firms involved. Furthermore, 
to avoid reviewing existing foreign controlled firms would favour these over 
new entrants—providing them with some degree of protection, over new 
foreign competition, or at least of preference. In some sectors, most of the 
potential foreign investors are already here and there is little likelihood that 
new foreign investment or takeovers will occur. 

Among the arguments against reviewing existing foreign controlled firms 
that are not undertaking major investments are the following. Reviewing 
existing foreign controlled firms (or even the major ones) on a regular basis 
would represent a substantial degree of governmental intervention in the 
economy, probably requiring a large organization to follow the activities of 
particular firms. Covering such a large number of firms would create serious 
.administrative difficulties. 

The guidelines to good corporate citizenship on the part of foreign con- 
trolled firms in Canada, issued by the government in 1967, provided one 
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response to the problem of existing foreign controlled firms and the 
concern that was felt about them at that time. On the whole, they do not 
appear to have had a significant influence on the way in which foreign 
controlled firms in Canada conduct their affairs. However, there is merit in 
retaining these guidelines because the objectives they sought to achieve 
remain equally valid and desirable today. Much of this study, in fact, is 
directed to exploring ways and means of achieving many of these objectives 
more fully in future than has been the case in the past. 

Thus in dealing with existing foreign controlled firms, there are the 
following policy alternatives: (i) reviewing existing foreign controlled firms 
whether they are undertaking major investment programmes or not; (ii) 
reviewing only foreign controlled firms that are undertaking major new 
investments either in their own industry or in a new industry; (iii) review- 
ing foreign controlled firms that are making significant use of Canadian or 
imported capital for major new investments either in their own industry or 
in a new industry; (iv) reviewing only foreign controlled firms that are 
making major new additions to capacity in their own industry; (v) reviewing 
foreign controlled firms that are making new additions to capacity in their 
own industry and using Canadian capital markets or imported capital; (vi) 
reviewing only foreign controlled firms that are entering a new line of busi- 
ness; (vii) reviewing only foreign controlled firms that are entering a new 
line of business and making use of Canadian capital markets or imported 
capital. 

In the absence of a review of existing foreign controlled firms, the 
question of alternative techniques arises. These could involve adding to the 
present programs and policies of selected key sectors, Industry, Trade and 
Commerce guidelines, tax provisions, the use of moral suasion, and for such 
objectives as industrial rationalization, grant or loan programme designed to 
offset some of the initial costs of a foreign controlled firm that rationalized 
its activities with its parent. Grant or loan programmes could achieve some 
objects of a review process, by being made conditional or certain com- 
mitments. This is a use of incentives rather than of an exercise of public 
authority, with the incentives being financed by Canadian taxpayers. In any 
event, arguments can be made for paying attention to the activities of foreign 
controlled firms benefitting from substantial governmental support in the form 
of grants, loans, or large procurement contracts, with a view to obtaining better 
performance from them. Those responsible for reviewing foreign investment 
could be given a consultative role in this area. As a minimum, government 
consideration could be given to setting up a comprehensive program for 
recording the extent to which foreign controlled firms benefit from public 
assistance. 


Canadian Controlled Multinational Firms 


While the analysis in this study has focused on foreign controlled firms, 
it was noted that Canadian firms can also truncate their Canadian operations 


473 


in much the same way as foreign controlled corporations. Canadian firms 
which mature to a multinational stature show symptoms of being influenced 
by their larger markets abroad. This suggests that consideration might usefully 
be given to applying many of the approaches suggested in the case of foreign 
controlled firms to Canadian multinational firms, despite their Canadian 
ownership. There are arguments against this. Reviewing Canadian MNE’s 
would involve scrutinizing the entire operations of these firms including the 
activities of all their foreign subsidiaries. Reviewing foreign controlled 
firms would, by contrast, involve looking primarily at only one branch of the 
foreign MNE’s operations, thus subjecting Canadian MNE’s to a wider review 
than a foreign owned firm. Therefore, subjected to this greater degree of 
review, it is likely that a high proportion of Canadian multinational enter- 
prises would locate their headquarters elsewhere, with Canada losing those 
benefits associated with having the headquarters in this country. 


CRITERION OF ECONOMIC SIGNIFICANCE 


It is suggested that only transactions of economic significance—or of 
particular importance due to the nature of the activity involved—should be 
subjected to the detailed scrutiny by a review agency. This would limit con- 
siderably the extent of foreign direct investment that would come within the 
review process. 

Consideration would have to be given to having thresholds of economic 
size and significance which would vary by sector, since firms of some in- 
dustries are small, but potentially quite significant. Consideration would also 
have to be given to varying the threshold between takeover, new investment 
by new entrants from abroad, and existing foreign controlled firms, even 
though different thresholds for these categories of investment could not be 
based solely on economic considerations. One way of achieving some 
flexibility would be having the size criterion determined by regulations, 
rather than being embodied in the legislation. Some indication of the mag- 
nitude of investment in recent years related to takeovers, capital expenditures 
by new foreign entrants into Canada and by existing foreign controlled firms 
follows below. 


TAKEOVERS 


Table 57 covers takeovers of Canadian enterprises by asset size for the 
years 1968 and 1969. It shows that there were five takeovers in 1968 and 
seventeen takeovers in 1969 of enterprises having $5 million or more in 
assets. The year 1969 appears, however, to have been somewhat atypical 
in the number of large takeovers that occurred. On the other hand, 1968 was 
probably not typical also, in that there were no especially large takeovers that 
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year. In respect of the remainder of the size distribution, there is no reason 
to believe that 1968 or 1969 were especially unusual. 

At a threshold of $250,000, there were 88 takeovers in 1968 and at 
least 85 in 1969. 


TABLE 57 


FOREIGN TAKEOVERS OF CANADIAN ENTERPRISES BY TOTAL 
ASSET SIZE GROUP FOR 1968 AND 1969* 


($ Millions) 


1968 1969 

Total Asset Size Group $ No. Total $ Assets No. Total $ Assets 
OV eis Spill On seen haere —_ i 3 397 
Sm OMe eee ee eee eee eee — — 6 462 
TINO Meee ete eee 5 50 17 556 
AST TOT eee ee ere ee 10 TP? 21 574 
SETI OT eee ate eee ee eed 18 100 29 599 
Demillign ven ewan ee he eae 23 113 38 620 
i ingyd defo ye pei eC ee kaa 46 146 59 649 
BOO IMO USAT) C eases een Nenana ner: 74 166 85 668 
2 SOM OUSAT eee enna nen en 88 Al a — 
OOmhOUsan Cee eee ee 102 172 _ — 
(ethOUSaNG Raped eee 103 173 129 678 
otal sere’. rae = 1037 173 129 678 


*SOURCE: Statistics Canada. 
tit was not possible to allocate 14 takeovers by asset size. 


NEW INVESTMENT 


According to Statistics Canada, in 1968 there were 21 investments by 
new entrants from abroad ‘into Canada and in 1969 there were 38, which 
made use of foreign funds in amounts of $0.5 million or more. These figures 
do not take into account any new entrants who would have raised most of 
their capital requirements from Canadian sources. Of the 21 new entrants 
in 1968, 12 were in the $500,000 to $1 million category and 9 were in the 
$1 million to $5 million range. Of the 38 entrants in 1969, 18 were in the 
$500,000-$1 million category, 15 in the $1 million to $5 million range, and 
5 over $5 million. The gross inflow to the 38 new entrants in 1969 was ap- 
proximately $80 million. 


EXISTING FOREIGN CONTROLLED FIRMS 


Table 58 contains an analysis of capital expenditures on plant and 
equipment by foreign controlled enterprises in Canada. It has been compiled 
on two different bases. The first column indicates the number of foreign 
controlled enterprises that spent over a certain sum on construction, ma- 
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chinery and equipment in 1970. The second column shows similar data 
classified by the number of establishments involved, based on capital 
spending intentions of single-establishment enterprises for 1971. (For ex- 
ample, the first column might show that the aBc Oil Company made total 
expenditures of more than $15 million in 1970 on construction, machinery 
and equipment. It would be classified as one of the 44 enterprises in column 
1 that made expenditures of this magnitude or more. However, this might 
have been comprised of three expenditures of $5 million each by individual 
plants which the company owns. These three investments would appear in the 
$5 to $10 million group under the establishment figure). This table indicates, 
for example, that 58 individual enterprises made expenditures on construc- 
tion, machinery and equipment each totalling more than $10 million and 
that 48 establishments (perhaps the more relevant figure) also made ex- 
penditures of that size. These expenditures are not necessarily all for ex- 
pansions and no doubt include some expenditures for replacement and 
modernization. 


TABLE 58 


EXPENDITURES ON CONSTRUCTION, MACHINERY AND EQUIPMENT 
BY FOREIGN CONTROLLED ENTERPRISES* 


($ Millions) 


(1) (2) 
Enterprises Establishments 
No. Expenditure No. Expenditure 

Expenditurest 
OVer~ 62 5:000: 000 eee caec et eee 24 1,416 21 970 
20,000 OOO Meine teense sete 32 1,593 Dy 1,109 
15.000; 0008. ote. tcacety oc taeetee cer 44 1,795 36 1,266 
LO;O00!000T NE tears. center emeeae 58 1,967 48 1,415 
5:000/000 Sets acts eee 98 2,242 95 1,718 
3,000, O00. sie B 8. ee ee 135 2,383 163 1,976 
2.000; O00 eee Se ee ee 72 2,475 235 2,149 
1.000000 ieee cae cay ca ee ae 273 2,611 415 7 3) 


*SOURCE: Statistics Canada. 


+1970 data for multi-establishment enterprises. 1971 intentions for single-establishment enter- 
prises. 


Table 58 indicates the number of establishments or enterprises which in 
1970 made capital expenditures of more than a certain size. Table 59 covers 
projects valued at more than $1 million by foreign controlled companies. Its 
aim is to indicate how many major new investments are started annually. 
The table shows that during 1970 an estimated 211 projects were proposed, 
of which 57 were valued at over $10 million. While compiled from a different 
perspective, these data seem to be consistent with those contained in Table 58. 
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TABLE 59 


PROJECTS VALUED OVER $1 MILLION PROPOSED BY 
FOREIGN OWNED /CONTROLLED COMPANIES, CANADA 


YEAR 1970* 
Estimated 
Project Size Ranges Number of 
($ Millions) Projects 

Ove rag O01 Baer te ecanctrar wars Oe See a hee tal phaser yo 6 
HOT tac Hi toate noe te eae ne ae ee ee 8 
ay eo et ned Gay pe I or Ma Mae LO spe 19 
PRO SE ne nee ah iie arith HOE Te | Liles eect 36 
PQ: Solin tees otek steel dk -iue Ll er egy atenge a> Ma aan 57 
PROT ar nt te, apie eee deh Peed ge Se A 114 
ee Se ee ee Den ey ne DA 


*Source: Department of Industry, Trade and Commerce. 


From the data, it is possible to select a size criterion and determine the 
number of cases involved on an annual basis. Regardless of the dollar value 
selected as a criterion of economic significance for purposes of the jurisdic- 
tion of the review authorities, bargaining would probably take place in only 
a limited proportion of the cases. 

Consideration could be given to reviewing takeovers and direct invest- 
ment by new foreign entrants starting at a lower threshold than for existing 
foreign controlled firms because of the relatively small numbers involved. 
Moreover, in the case of takeover, there is considerably greater likelihood 
of a cost/benefit analysis coming out in favour of blocking or bargaining 
with the foreign investor, since Canada would have established its Capacity 
to be in the industry. 


Proportion of Investment Covered 


Another measure of the degree of intervention that might be involved 
in a review process can be obtained by comparing Table 14 on gross fixed 
capital formation and Table 58 on expenditures on construction, machinery 
and equipment by foreign controlled firms. 

Table 14 shows that gross fixed capital formation in Canada in 1970 
amounted to about $18 billion. Only a little more than $9 billion represented 
expenditures by private business enterprises, other than for housing. The 
remaining $9 billion covered expenditures involving institutions, housing and 
the public sector. 

Table 58 shows that the total of expenditures over $1 million on con- 
Struction, machinery and equipment by foreign controlled establishments 
amounted to $2.4 billion in 1970. This $2.4 billion represents a substantial 
overstatement, since a significant proportion of these expenditures would 
probably be for investment in replacement equipment, etc., and would not 
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be covered unless the existing firms not undertaking new investments were 
to be screened. Thus one can assess, in general terms, the outside proportion 
of investment that the registration process would cover on the assumption of 
various thresholds for the review of new investment. In fact, a significantly 
smaller proportion would be covered if regular maintenance and replace- 
ment expenditures were excluded due to a decision not to review existing 
foreign controlled firms which are not engaging in major expansion—or to 
exclude existing foreign controlled firms entirely. 

Regardless of the threshold selected, bargaining would take place over 
considerably fewer cases than those registered. 

In selecting a threshold, account must be taken of: economic signifi- 
cance, the importance of some particular industries; widely different sizes of 
firms in different industries; administrative feasibility; and, importantly, the 
potential growth of firms which may be on the brink of major expansion 
with the next stage of their anticipated development. 


Takeovers 


It is very difficult to generalize about the contribution of takeovers to 
the growth of foreign control in the Canadian economy because of extreme 
variations in the value of takeovers from year to year.® For example, Table 11 
shows that the value of assets acquired in any one year ranged from $4 
million to $279 million in the period 1945-1961. 

In 1968, as noted earlier, approximately 100 takeovers of Canadian 
enterprises with assets of $170 million were identified. In 1969 there were 
approximately 130 takeovers of companies having assets of $680 million. 
While these years are not strictly representative, they provide some indication 
of the changing pattern, since 1968 appears to have been a more or less 
normal year and 1969 an unusual year, involving several large takeovers— 
of which three alone aggregated nearly $400 million. 

Of the growth in the total assets of foreign controlled non-financial 
corporations, takeovers accounted for around five per cent in 1968 and 
twenty per cent in 1969. 


New Investment from Abroad 


In 1968, 21 new companies involving foreign direct investment of over 
$500,000 were established in Canada. The corresponding figure for 1969 
was 38 new companies. The gross inflows for these 38 companies established 
in 1969 amounted to approximately $80 million and accounted for about 
five per cent of the increase in book value of foreign direct investment. 

The data available on the increase in foreign control, on the expendi- 
tures of foreign controlled firms, and on sources of funds, do not permit 
any accurate measure for the remaining categories of potential review, such 


5 See Chapter Five. 
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as investment by existing foreign controlled firms in new lines of business 
and drawings from Canadian capital markets—or from abroad—used for 
major expansion purposes. However, it is clear that takeovers and new 
investment from abroad account for a relatively small proportion of the 
increase in foreign control and that the bulk of the growth comes from the 
existing foreign controlled sector. This conclusion is confirmed by the 
data on the sources of funds for foreign controlled firms contained in Table 9 
and the data on economic significance in Tables 57 and 58. Table 9 shows 
that if new direct investment were to be entirely excluded from Canada, 
foreign control would continue to grow in absolute terms, due both to the 
internal generation of funds by existing foreign controlled firms and to their 
ability to raise funds in Canadian capital markets. Tables 57 and 58 and 
the data on new direct investment in Table 59 show that the bulk of invest- 
ments of large size originate with existing foreign controlled firms. 


PERIODIC REVIEW 


Consideration could also be given to the possibility of periodically re- 
examining the terms of entry into Canada. Conditions change and the terms 
set might no longer be compatible with Canadian interests. This is distinct 
from surveillance and enforcement of compliance with the terms set in 
agreement with the review agency which is discussed below. A policy which 
involved reviewing major investments of existing firms would obviate the 
need for this type of periodic review in at least some cases. 


BARGAINING POWER 


If the review agency is to be able to secure greater benefits from foreign 
direct investment, it must have substantial bargaining power. Consideration 
would therefore have to be given to empowering the agency to block any 
proposed foreign investment which it could review. In the case of takeovers, 
there should be no obligation imposed on the agency to approve a foreign 
takeover simply because no alternative Canadian buyer emerges. 

In the manufacturing sector, Canada’s bargaining strength has been 
reduced by the postwar decreases in the Canadian tariff and the declining 
importance of Commonwealth preferences, making trade a more feasible 
alternative to direct investment. Canada’s main bargaining lever is now the 
size and affluence of the Canadian market, the extent of its cost competitive- 
ness, and the foreign manufacturer’s desire to enter and exploit it. Canada 
offers him a skilled labour force, a relatively stable political environment, 
_ and a relative wage advantage over the United States. Furthermore, Canada’s 
proximity to the United States and its cultural similarities make Canada a 
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convenient and profitable extension of the United States market for United 
States-based firms. Similarly, other foreign manufacturers wanting to develop 
a Canadian market for their goods put some value on investment here in 
many cases. While Canada’s bargaining strength in the manufacturing field 
is not overwhelming (nor equal in all sectors), there are undoubtedly some 
cases where it has not been fully utilized in the past. 

Canada’s bargaining strength is probably strongest in the resource- 
based industries, though it will vary from commodity to commodity, de- 
pending on the world supply/demand situation and other factors. Unlike 
manufacturing, where the foreign investor possesses the distinctive capacity, 
in resources the advantage is often in Canadian hands. Access to a stable 
long-term supply of raw materials is often an important consideration for a 
firm which has tied up large amounts of capital in processing and fabricating 
facilities, and has developed a global market position. Although it is unlikely 
that the review authorities will be able in the short run to change the loca- 
tion of processing and fabricating facilities in many instances, they may be 
in a position to bargain for the location of future expansion in Canada. If 
Canada were to insist that greater processing of natural resources must 
take place in this country, its action might induce some foreign countries 
to reduce the barriers they now maintain against imports of such resources 
in more processed form. 


ESTABLISHMENT OF A REVIEW AGENCY 


RELATION BETWEEN THE AGENCY AND THE GOVERNMENT 


A review agency could be established as either an independent tribunal 
or an administrative agency responsible to a minister. 

An independent tribunal could be required to apply statutory criteria 
(perhaps along the lines of those discussed previously), but perhaps subject 
in specific circumstances to a directive by the Governor-in-Council. Appeals 
might be authorized to Cabinet on matters of general principle or broad 
policy but not on the findings in specific cases. This would require the 
government to delegate a substantial measure of responsibility for decisions 
which would have great importance to its overall industrial and commercial 
policies to an independent body. 

The responsibilities for negotiation inherent in the review process pose 
difficulties for an independent tribunal. It is not desirable for the govern- 
ment to delegate responsibility for these decisions to a body not directly 
responsible to a minister, and thus to Parliament and the people. Moreover, 
a tribunal that was independent of the government would not likely be 
“able to muster as much bargaining power as the government itself. 

If it were decided to opt for an agency responsible to Cabinet, the 
question arises whether it should report to a single minister or to a com- 
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mittee of Cabinet formally designated by statute. The designation of a single 
minister would focus responsibility for the operation of the policy. The 
minister would, of course, consult his colleagues in the case of important 
decisions. If it is thought that the decisions involved are too broad, and 
that they raise too many inter-departmental and regional considerations to 
be the responsibility of a single minister, consideration could be given to 
having him assisted by a committee of cabinet. 


EXECUTIVE DIRECTION 


If an administrative agency were established, the question arises whether 
it should be assigned to a minister in the course of his departmental responsi- 
bilities or a minister of state. In either case, if it were decided to have a 
statutory committee of Cabinet, the minister could be chairman of this 
committee. 


ADMINISTRATIVE FUNCTIONS AND PERSONNEL 


The agency would have to be staffed by personnel with a wide range 
of expertise. They would have to be fully informed about the government’s 
economic and industrial objectives, and the operations of industry. They 
would have to include able negotiators who can command the respect of 
the private sector. 


ADMINISTRATIVE PROCEDURES 


The review process would require the development of appropriate pro- 
cedures to perform a range of activities. A register of investment proposals 
would be maintained. Investors notifying the government of proposed trans- 
actions would file such information as was determined to be necessary for 
assessment purposes. Also required would be appropriate advice from 
various parts of federal government. Views of provincial governments could 
also be considered. 

The first assessment to be made would be as to whether further exami- 
nation or discussions were warrented. Notification of an intention to intervene 
on the part of the review group would be made within a certain period— 
possibly sixty days following initial registration by the investor. In the ab- 
sence of such action within the specified period, the proposal could be 
deemed to have received approval. 

In cases where further examination or discussions were undertaken, 
the government’s position would be formulated in detail, and bargaining 
would take the form most appropriate to the circumstances of the particular 
case. Again, the best advice available in the government would be sought 
for the conduct of negotiations. 
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A decision to refuse permission to an investor would close the case. 
Publication of such a decision would be made, subject only to considerations 
of commercial confidentiality. 

A decision to grant approval subject to certain undertakings would 
require techniques for recording the understanding upon which it was based. 

The undertaking made by the foreign investor would necessitate some 
surveillance of the firm’s actions to assure compliance and some capacity 
to enforce these undertakings. This would require statutory authority to 
compel compliance and to initiate various remedial steps. An investor would 
not be held responsible for non-compliance due to changing market condi- 
tions—although modifications of undertakings might be negotiated in such 
circumstances. 

The agency would obviously have to make a first assessment of whether 
there was compliance. However, if it became clear that an undertaking was 
being evaded, a more formal decision would be necessary. The agency itself 
could be given authority to make this adjudicative decision, but this would 
involve the agency in interpreting an agreement to which it had been a 
negotiating participant. Alternatively, the matter could be brought before the 
courts. For purposes of court enforcement and interpretation, there would 
have to be written undertakings with the review authority. The credibility 
of the review process and its ability to realize the aims set out for it depend 
on a means of enforcing agreements. 


FOREIGN GOVERNMENT INVESTMENT IN CANADA 


One question that arises in connection with the review process is 
whether foreign government investment in Canada should be treated differ- 
ently than foreign private investment. 

In principle, it might be felt that investment by foreign governments 
should be dealt with on a different basis from that made by private foreign 
companies. There could be concern that foreign government investment 
would not be made wholly on economic grounds. In that case, a firm with 
foreign government participation in it might be less responsive to Canadian 
conditions, regulations or government wishes than other foreign controlled 
firms. A foreign government controlled firm might make a mineral discovery 
in the North, for example, but hold off exploiting it for years until its own 
national requirements called for development of those resources. On the 
other hand, large international firms, of the sort likely to be in a position 
to make similar investments, might well follow an identical policy. 

There are a number of arguments for not adopting special procedures 
to deal with foreign government investment in Canada. Firstly, foreign 
government investment is not likely ever to become a major part of the 
Canadian economy, although it could conceivably become significant in one 
or two resource industries. Secondly, there are few types of information- 
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gathering activities that a foreign government could not attempt to pursue 
if it was intent on doing so by means other than those involving direct in- 
vestment in Canada. Finally, the Canadian government may well have, at 
least in some instances, more leverage with investment by governments than 
with the head offices of most multinational enterprises. 

It would be important not to draw an unreal distinction between purely 
government investment from abroad and the kind of investment that could 
be expected to come from countries where industry and government work 
very closely together. It should be recognized, for example, that investment 
from communist and some other countries is, in fact, government invest- 
ment. Consideration might be given to establishing procedures to enable the 
government to scrutinize such investments before deciding whether to accept 
or reject them. 

Accordingly, it would not seem necessary, in principle, to bar invest- 
ment in Canada by foreign governments, but rather to treat it generally as any 
other investment. If a review process were adopted, this would provide Cana- 
dian authorities with the opportunity to consider whether foreign government 
investments in Canada would be beneficial to Canada’s national interest. 
Moreover, consideration could also be given to empowering any review 
agency to require that companies which set up in Canada with foreign 
government investment waive any special rights or consideration or assist- 
ance that might accrue to them in any way in Canada as a result of the 
involvement of a foreign government. 


FOREIGN EXCHANGE CONTROLS 


A possible alternative to a review process would be the adoption of a 
system of foreign exchange controls, which, among other things, could be 
used as an instrument to regulate inflows of foreign direct investment funds. 
Such controls exist on the statute books of almost all western countries 
except Canada, the United States, Germany, and Switzerland, but they are 
not in active use in many cases. Some countries that do not have foreign 
exchange control legislation have in fact used the technique of influencing 
international capital flows quite extensively—for example, the United States. 

An exchange control system, in its conventional sense, is basically a 
balance of payments mechanism. It would not be suitable for implementing 
many of the objectives set out in the previous discussion of the review process. 
While an exchange control system could be adapted to function as a review 
mechanism, it is a cumbersome and potentially costly method of achieving 
the government’s objectives. Using exchange controls for this purpose in- 
herently involves looking behind capital flows to consider the purpose they 
are intended to serve, which is part of the function of a review process. In the 
discussion below, the mechanics of a foreign exchange control, some of the 
purposes it could serve, and some of the difficulties and objections associated 
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with foreign exchange controls as an alternative to a review process, are 
considered. 

As already noted, foreign exchange control is normally used to control 
payments to foreigners for balance of payments reasons. It can be used to 
control capital flows, invisible payments, merchandise trade, or some com- 
bination of these three. Normally, all receipts from exports and other 
sources must be surrendered to the control authorities. The available supply 
of foreign exchange is then allocated to various buyers according to certain 
criteria related to national needs. 

A foreign exchange control agency usually authorizes certain private 
financial institutions to engage in foreign exchange transactions, subject to 
the rules which it sets down. In the case of Canada, the banks would 
probably be the sole institution authorized to conduct such transactions. It is 
the banks that now run the foreign exchange market. Under a foreign ex- 
change control system, the banks probably would be legally required to 
implement exchange control regulations and to compile statistical data as 
needed by the control agency. 

A foreign exchange control system, in its conventional sense, does not 
appear to be a viable alternative to a review process. It could not perform 
many of its functions, such as bargaining for better performance, blocking 
foreign direct investment in cases where there were no significant economic 
benefits for Canada, or searching for alternatives to direct investment. Fur- 
thermore, such a system could not take account of a foreign direct investor 
who sought to raise funds in Canada, nor could it review licensing and 
other forms of contractual arrangements. It could only relate to a foreign 
direct investor using Canadian funds (or to licensing arrangements) at a 
time when payments were made abroad. Attemps to influence the terms and 
conditions of the arrangements at this point would create difficult problems 
of retroactivity. 

This does not mean that a review process could not be built onto a 
foreign exchange control system. This, in fact, is what has happened in 
many countries. Since almost all foreign direct investment involves some 
international transactions at some point in time, the foreign investor normally 
seeks prior approval of the foreign exchange control agency. The existence 
of foreign exchange controls then becomes a mechanism to trigger the 
bargaining process with the foreign investor. This bargaining can be done 
either by the agency or by other arms of the government. To the extent that 
prior approval is sought, the foreign exchange control agency is in a 
position to undertake a review process, with the threat of denial of foreign 
exchange as a sanction in the bargaining process. 

Most of the problems associated with using foreign exchange controls 
_as a method of controlling direct investment arise from the fact that exchange 
controls are basically designed to regulate the volume of payments to non- 
residents. Exchange controls are not concerned with factors such as the 
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level of activity in Canada, the level and quality of research and product 
development, or the degree of processing and export and procurement plans, 
all of which may be of concern to a review agency. 

There are further problems associated with using exchange controls 
as a screening process: 


(i) 


(il) 


(iii) 


(iv) 


The existence of exchange controls would allow the exchange 
control agency to examine investments which involve international 
payments. If no international transactions were involved, the invest- 
ment would not come to the attention of the exchange control 
authorities. From the perspective of the exchange control author- 
ities, this would be of little concern, since the activity would then 
all be in Canada. However, if the exchange control policy resulted 
in the location of industrial activity in Canada for the purpose of 
avoiding international payments, there could be other costs in- 
volved. It is unlikely, however, that much foreign direct investment 
involving no payments abroad whatsoever would take place. 

An exchange control mechanism to function as an investment 
review authority, should concentrate on capital flows and related 
current transactions. In practice, however, it is difficult to hive off 
the remaining block of transactions and make it subject to a 
general licence, e.g., arms length merchandise trade. Partial ex- 
change controls are subject to a vast number of abuses. It is easy to 
disguise capital items as current payments. Furthermore, partial 
exchange controls are likely to result in more costly economic 
distortions than full-blown exchange controls, for resources tend 
to gravitate towards the opening in the system. 

A review process would put the government in a position to in- 
tervene in the allocative process, but foreign exchange controls 
can be even more interventionist. For the reasons given above, 
foreign exchange controls would have to cover a broader range 
of international transactions than would a review process. The 
government would tend to become involved in the day-to-day de- 
cision making of a firm doing international business. As such, 
it would cause a reaction from the business community, represent- 
ing as it might far more detailed intervention than a review process. 
In short, foreign exchange controls appear to be a blunt and inap- 
propriate instrument for the task envisaged for a review authority. 
Even if the foreign exchange authorities give general approval to 
certain types of current transactions consequent to approving 
a particular foreign direct investment, there is a risk that a full 
foreign exchange control system would frighten off foreign invest- 
ment. This could include some foreign investment which Canada 
needs because of its accompanying technology or other distinctive 
Capacities. 
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(v) The imposition of exchange controls limiting current international 
transactions would be inconsistent with Canada’s International 
Monetary Fund commitments. 


A traditional foreign exchange control system does not, therefore, ap- 
pear to be a viable alternative to a review process because it is basically 
a balance of payments mechanism designed to control payments to non- 
residents. It could not perform many of the functions required of a review 
agency. A review function could be superimposed on a foreign exchange 
control mechanism, but this would be a cumbersome and indirect way of 
implementing the government’s objectives in the field of foreign direct in- 
vestment. 


SOME ISSUES RAISED BY A REVIEW PROCESS 


The proposed introduction of a review process in Canada, aimed at 
ensuring that foreign direct investment in Canada best serves the national 
interests, would undoubtedly raise a number of questions of concern from a 
variety of quarters. It is to be expected that such a proposal, representing 
as it would a significant new policy approach, would be subject to close 
scrutiny in the country at large and particularly by those whose interests 
might be affected by it, and in some cases would be regarded with consider- 
able misgivings. 

The adoption of a review process has important implications for 
federal-provincial relations, given the responsibility that each level of govern- 
ment shares for promoting growth and economic development. Although, 
much agreement on ends, there is always substantial room for disagreement 
over means. While the need for a national policy with respect to foreign 
direct investment in Canada, supplemented and reinforced by such measures 
as the provinces choose to adopt, can be strongly argued, some provincial 
governments may be concerned about the new use of federal authority. 
They might be concerned that a review process would be undertaken in 
such a way as to slow the growth of foreign investment, which they may 
count on heavily to support rapid economic development within their 
province, even though one of the basic purposes of the approach outlined 
in this study is to secure greater economic benefits from foreign investment 
for Canada as a whole and its individual provinces. 

Among some members of the business community there might well 
be concern about the degree of intervention in the private sector represented 
by the review process and about the added element of uncertainty it would 
introduce (although both may tend to be exaggerated). 

There might also be concern in some quarters about the difficulties 
-confronting government in reaching the right decisions on the complex issues 
involved, about the danger of such decisions being subject to various pres- 
sures, and about the effects of the whole review process on the degree of 
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foreign ownership and control in the economy as a whole. Many of these 
issues reflect the traditional dilemma of reconciling the public and private 
interests. Some of the questions and concerns that might arise in response 
to the proposed adoption of a review mechanism are considered below. 


FEDERAL-PROVINCIAL RELATIONS 


There are a number of proposals in this study which relate to the 
interests of provincial governments, perhaps the foremost of which is the 
proposal, raised for consideration, of establishing a review process. 

There are several reasons for federal-provincial consultation on the 
issues connected with this area of policy. These include: 

(i) the many responsibilities which the provinces bear for their own 

economic development; 

(ii) the practical need for provincial cooperation if the federal govern- 
ment’s measures in respect of domestic control of the economic 
environment and industrial development are to have maximum 
effectiveness; 

(iii) the general need for good working relations between the two 
levels of government. 


All the provinces attach high priority to rapid economic development 
and are inclined to feel that Canada will continue to require a substantial 
volume of foreign investment to achieve this objective. This belief is held 
particularly strongly by those. provinces which possess large mineral, forest 
and energy resources, and which have been vigorous in their search for 
investment funds. 

For the provinces, foreign investment means an important source of 
economic development and jobs. It provides an alternative source outside 
Canada of capital and enterpreneurship. The extent of provincial policies, 
programmes and other undertakings that affect business and economic 
development is considerable, including: provincial and local taxes of 
several kinds; natural resources management (royalties, processing require- 
ments, etc.); licences; land use regulations: industrial incentive grants, 
loans and guarantees; hydro rates; trunk and access roads (and, in B.C. and 
Ontario, railways); water and sewers; local pollution; labour laws; incorpora- 
tion of companies; and securities transactions. 

Some of these policies and programmes present possibilities for extending 
concessions to both Canadian and foreign investors. A major objective of 
a review process would be to maximize the returns to Canada from the 
foreign investment reviewed, which ideally would involve attempting to ensure 
that the assistance and support provided to foreign investors by the federal 
and provincial government did not go beyond that required to attract invest- 
ment that would be beneficial. Since the review agency would not be able to 
do all this directly, it is clear that close provincial cooperation would be very 
important. 
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There are a number of aspects of a review process that could concern 
provincial governments. Some provinces may be fearful that the central 
government is creating an important new tool for influencing economic 
development at their expense. A review process could conceivably, depending 
on its coverage, partially circumscribe a province’s ability to seek out foreign 
direct investment. 

Secondly, to the extent that regional development objectives are to be 
included among the criteria, the more highly developed provinces might be 
apprehensive about possible discrimination against their interests. On the 
other hand, the East and West may worry about the review process as a 
device to favour the interests of Central Canada. It would, therefore, be 
very important to discuss fully with provincial governments the way in which 
the review process—if adopted—would operate. 

Thirdly, some provinces may be worried about the uncertainty connected 
with a review process—that is, the uncertainty as to the vigour with which it 
might be used to bargain with the foreign investors covered by it, and the 
consequent risk of losing potential foreign investment. The question of 
uncertainty is discussed more fully below. 

These objections could perhaps be met, at least in part, by taking steps 
to ensure that the provinces have the opportunity to play an important role 
in the development of policy in respect of the review process, and subse- 
quently by involving the provinces in some form of continuing participation 
once the process is in place. Both these possibilities are discussed further 
below. 

Given that the question of economic development is of prime importance 
in most provinces, there is a clear need to discuss the policy with the 
provincial governments. 

In particular, it will be important to emphasize that a review process 
would only block investments which do not bring net benefits to Canada and 
to the provinces, and that its primary aim would be to obtain greater benefits 
from foreign investment, better economic performance and stronger growth 
of employment and real incomes in Canada. 

Governments of provinces in which investment projects might be located 
could be advised of the foreign investor’s proposal. In cases where the review 
authority does not intend to approve the proposal without further investigation, 
provincial views could be invited and an opportunity given for full discussion 
with provincial authorities before a final decision were made. In this regard, 
it is not unlikely that the province would be contacted by the would-be in- 
vestor even before the application to the review group is made. Indeed, in 
some cases, the province might even have sought out the applicant. 

The creation of a good working relationship between the review authority 
and the provincial governments could assist in coordination of provincial 
and national policies on industrial incentives and economic development 
generally. 
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It should be noted that a programme involving the concept of a federal 
review process could likely be worked out and put in place under one or more 
of the federal legislative powers contained in Section 91 of the British North 
America Act, including: 


(i) 


(il) 


(iil) 


The opening words of Section 91, that is, the power to make laws 
for the peace, order and good government of Canada in relation 
to all matters not assigned exclusively to the legislatures of the 
provinces. This general residual power of the Parliament of Canada 
seems clearly relevant because of both the international and national 
aspects of foreign investment, and because of its significance in 
relation to the maintenance of a national identity. 

The regulation of trade and commerce under head 2 of Section 91. 
This head would seem to be particularly relevant where the acti- 
vities to be reviewed involved international or interprovincial trade 
transactions by foreign investors. Furthermore, the programme 
would, by its very nature, set out the general criteria governing the 
trade transactions of foreign investors by which acquisitions of 
control are ordinarily accomplished. 

Naturalization and aliens under head 25 of Section 91. Legislation 
under this head could prove to be important in the implementation 
of some of the alternatives put forward for consideration in this 
study, although, of course, it would only have application to per- 
sons who could be regarded, properly, as aliens. While a company 
incorporated in Canada, either federally or provincially, could not 
ordinarily be regarded as an alien itself, and while controls would 
have to be brought to bear in relation to the aliens associated with 
such companies, it is thought that the objectives of the review 
process could be achieved by Parliament authorizing the lifting of 
the corporate veil created by incorporation and the treating of 
companies subject to alien control as aliens for the purposes of the 
legislation. Such legislation would seem to be “alien” legislation 
or legislation ancillary thereto. 


THE REVIEW PROCESS AND THE DEGREE OF 
GOVERNMENT INTERVENTION 


The degree to which the review process would involve further inter- 
vention by government in the operation of the economy would depend 
upon the scope it is given and the type of foreign direct investment that 
would be subject to scrutiny and possible negotiation. It would be quite 
limited if the review mechanism were to cover takeovers. It would increase 
somewhat if screening were extended to cover investments by firms newly 
establishing in Canada. The addition of licensing arrangements and con- 
trolling contractual agreements would add a further dimension of inter- 
vention. A decision to review new investment by the existing foreign con- 
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trolled sector to one degree or another would significantly increase the extent 
of intervention. 

To keep the issue in perspective, it should be borne in mind that federal 
government intervention in the economy is already substantial in many areas. 
Through general economic policies involving taxes, competition and monetary 
policy, federal authorities now play an active and important role in the 
Operation of the economy. In a sense, they act more extensively on the 
economy than would a review process, in that they affect a far greater number 
of business decisions than would occur in the latter case. However, there is 
a very limited capacity under such general policies to provide for variations 
to meet individual circumstances. Government grant and loan programmes 
do involve a more specific form of intervention because of the greater dis- 
cretionary power provided in their administration. Through such programmes 
the government is normally trying to remedy what it considers to be defects 
in the workings of the market place. 

It would be desirable if both the business community and the public 
generally recognized that the basic objective of government policy in the 
field of foreign investment, as in many others, was to find a proper balance 
between maintaining the freedom of decision-making in the private sector to 
the greatest possible extent, while at the same time ensuring that private 
business decisions are compatible with the public interest. 


THE ELEMENT OF UNCERTAINTY 


One of the concerns likely to be raised in’ relation to a review process 
is that the criteria established as a basis for decisions are insufficiently pre- 
cise, with the result that foreign controlled businesses would not be able to be 
certain in advance that their investment plans would be acceptable. The 
planning horizon of a business is often longer than that of governmental 
institutions. The businessman thinks in the long term and, to do this effec- 
tively, he wishes to see the environment as constant as is practicable. 

The introduction of a review process—with the case-by-case approach 
— could add to the uncertainties always present in business’s risk-taking acti- 
vities. This is particularly true in the early stages of its operation. Any new 
policy of any government, no matter how widely it has been discussed, is a 
subject of interest and concern to all affected by it. The degree of uncertainty 
involved is reduced once the actual policy is known. The proposed review 
process raises another kind of question—the question of how the policy 
would be administered, since it involves a degree of case-by-case assessment 
and negotiation. In general, this uncertainty would diminish as experience 
with the process provided the public with a greater understanding of it. As 
the review group itself acquires experience, it might find it possible to esta- 
blish in greater detail guidelines for particular sectors or transactions. 

The review process could also encourage advance consultation on cases, 
which could be helpful to the potential investor, although some uncertainty 
is inherent in any potential bargaining. 
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The fundamental reassurance to anyone contemplating a new business 
risk, however, is that the review process need not be retroactive—the deci- 
sion of the review authorities could precede the commitment of private 
resources to an investment. 

And finally, it should be borne in mind that only transactions of defined 
significance would be reviewed; others would not be affected. 


DIFFICULTY IN MAKING DECISIONS 


The review authorities would have to make difficult decisions on in- 
herently complex issues involving consideration of the impact of private 
business decisions on the public interest. 

The Canadian government is already heavily involved in this sort of 
decision-making. Under existing assistance programmes such as DREE, PAIT, 
IRDIA and GAAP, the government requests companies to submit plans on 
exports, procurements, R&D, restructuring, financing, and other business 
variables. On the basis of these data, decisions are made as to whether 
government funds should be given to the applicant. These judgments often 
involve assessments of the capabilities of management, the value of a partic- 
ular piece of technology, and the benefits to Canada from a particular project. 
Similar judgments have also been made in connection with the Automotive 
Adjustment Assistance program and the recommendations of the Textile 
Review Board. A government official is not by his training or experience 
precluded from recommending policies or from taking decisions involving 
business variables and benefits to Canada. However, his perspective is dif- 
ferent. He is concerned with the public impact of these variables. The review 
agency would not attempt to substitute its judgment for that of the business- 
man on the business merits of a particular investment. Rather, it would 
examine the net benefits to the nation (applying the criteria described 
previously). Where feasible, the review authorities would try to increase 
the quantity or quality of industrial activity to be located in Canada. In 
reaching this judgment, the authorities would not have to know as much 
about a particular investment as does the businessman. They could have 
to know only what is required to allow the government to make a judgment 
on potential benefits to Canada. These judgments would only be made, of 
course, after considerable discussion with the parties involved. 

In summary, it does not appear that the type of decisions required are 
beyond the capacity of a review agency. They are not easy judgments, but 
they are similar in kind to those made in relation to other programmes, to 
serve the interests of the economy and the Canadian people. 


EFFECTS OF A REVIEW PROCESS ON THE DEGREE OF 
CANADIAN OWNERSHIP AND CONTROL OF BUSINESS 


The thrust of the main proposals discussed in this study is to increase 
the net benefits from foreign direct investment and to improve the develop- 
ment of indigenous Canadian capabilities. 
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If a review process alone were implemented, and nothing were done 
to improve the industrial capabilities of Canadian entrepreneurs, the result 
might be a relative increase in efficiency in the foreign controlled sector. The 
degree of foreign control of Canadian business might, therefore, continue to 
increase to the extent that foreign investors were willing to meet the standards 
set by the review agency. 

This does not mean that a review process would have no impact on 
Canadian ownership in particular cases. A review process would contribute 
to Canadian ownership and control by blocking foreign investments that 
do not make significant contributions to the Canadian economy, and through 
the possibility that viable Canadian alternatives to foreign takeovers might 
emerge. A review process would also contribute to Canadian ownership 
through its attempts to persuade would-be foreign investors to enter into 
licensing arrangements or joint ventures. However, in terms of impact on 
overall ownership patterns, such interventions would not have a great effect. 

The main burden for increasing the degree of Canadian ownership 
and control in the economy falls on the various measures of a positive nature 
designed to support the development of Canadian entrepreneurship. Measures 
of this kind should, over time, reduce the need for foreign direct investment. 

A more direct method of increasing Canadian ownership would be to 
add a protective dimension to a review process. This would involve at least 
short-term costs, particularly in the absence of a fully developed industrial 
Strategy. 

In summary, a review process by itself would not further Canadian 
ownership significantly, although it would add a new measure of Canadian 
control over the economic environment. However, in conjunction with im- 
provements in positive policies, it would likely have a moderate effect in 
strengthening the degree of Canadian ownership and control over time. 


492 


Chapter Twenty Six 


THE KEY SECTOR APPROACH 


INTRODUCTION 


One clear alternative to a national foreign investment policy based 
primarily on administrative intervention, undertaken through the kind of 
review process outlined in the previous chapter, is a policy based upon a 
“key sector” approach. Under such an approach, a number of particular 
areas or industries within the economy would be singled out to receive special 
treatment for a variety of economic and/or non-economic reasons. The 
nature of the special treatment accorded to these key sectors may cover a 
wide range, depending on circumstances. This, in fact, has been the approach 
generally followed in Canada up to the present time. 

Usually a key sector policy involves some requirement for Canadian 
ownership and/or control within designated industries which may be widely 
varying in nature. Non-residents may be prohibited from holding more than 
a stipulated minority of the shares of all present and future enterprises 
within a particular field, as is the general rule now in the case of the 
chartered banks and broadcasting, for example. A requirement of this nature 
may provide an exemption for existing firms which have a greater degree 
of foreign ownership than the minimum stipulated, or it may cover all 
existing firms, or all which are Canadian controlled, but not apply to new 
entrants into the industry. Alternatively, an attempt to ensure the maintenance 
of Canadian ownership and/or control may also be made through indirect 
means, as is the case for newspapers and magazines. 

The ownership requirements adopted as part of the key sector approach 
are usually based on the premise that it is desirable for a variety of reasons 
to have industries within those sectors directed largely or entirely by Cana- 
dians, rather than foreigners. In some cases, however, Canadian ownership 
may not in itself be regarded a sufficient guarantee in itself that the industry 
will perform in the way that is desired to serve Canada’s national interests. 
In addition to the legislation restricting non-resident ownership of broadcast- 
ing in Canada, for instance, the Canadian Radio-Television Commission has 
_ established certain Canadian-content provisions for both radio and televi- 
sion, in addition to other requirements. 
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Provisions relating to ownership and/or control and to performance, 
as part of the key sector approach, can also be supplemented by a variety 
of other government policies and programmes to provide special assistance 
to a particular industry that may face some difficulty in surviving and 
developing under Canadian control. 

While a foreign investment policy based on the key sector approach 
represents a basic alternative to one based on administrative intervention, 
the two are by no means mutually exclusive. The key sector approach could 
be adopted in a variety of different forms to complement and reinforce a 
foreign investment policy based primarily on a review process. 

The adoption of a key sector approach as the main element of policy, 
however, could be relatively ineffective in achieving the desired goals and 
potentially costly in economic terms—in contrast to the review process— 
although this would depend to some extent on the sectors which were designed 
to remain under Canadian control. A key sector approach would not be a 
guarantee of sound economic performance. Canadian control does not in 
itself provide any assurance that a firm will operate efficiently, or that it 
will be any more inclined than one that is foreign controlled to pursue a 
course that may be considered most desirable in terms of the national interest. 

Restrictive ownership rules applied to certain sectors could deprive 
Canada of foreign technology and other inputs that would be of significant 
benefit to the economy if these elements could not be acquired in any other 
way—perhaps under licence or through a joint venture—than through 
foreign direct investment. Such restrictions could also provide undue protec- 
tion for Canadian business management and entrepreneurship, contributing 
to industrial inefficiency and perhaps to the need for the government to 
provide additional tariff protection or other means of compensating for the 
resulting inefficiency. 

A key sector approach would not provide a readily workable instrument 
for ensuring that our industrial priorities are not distorted. There is, for 
example, no reason to be confident that Canadian controlled resources com- 
panies would undertake any greater degree of processing of raw materials 
in Canada than those that are foreign controlled—everything else being 
equal. 

The study has suggested at a number of points that the dominant posi- 
tion assumed by the multinational enterprise raises particular problems in 
relation to foreign direct investment. The key sector approach, however, 
would provide only a limited means, at best, of dealing effectively with some 
of the problems presented by multinational enterprises that came within 
designated key sectors, but none whatever for dealing with those that were 
outside those sectors. 

In contrast to the key sector approach, a review process provides an 

_instrument for dealing in a more flexible way with significant problems posed 
by foreign direct investment wherever they may occur in the economy. But 
while there are compelling arguments against adoption of a key sector ap- 
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proach as the main element of a forcign investment policy for the future, 
there are some good reasons for considering its adoption in one or more 
forms as a supplement to a review process. 

There may continue to be industries which it is desirable to single out 
for special treatment in a variety of ways for a variety of economic and 
non-economic reasons. Contrary to the general rule, there may be some in- 
dustries in which there is reason to believe that Canadian ownership and 
control will contribute in a positive way to better economic performance. 
There may be some industries of such vital importance to the operation of the 
economy as a whole that there are overriding reasons in terms of the national 
interest to prefer their ownership and control to rest in Canadian hands. 
There may be other industries it is considered important to maintain under 
Canadian control for social and cultural reasons. 

As already indicated, there are a number of ways in which the key sector 
approach could be maintained and even extended as part of a broader foreign 
investment policy based on a review process. For example, legislation estab- 
lishing special provisions relating to ownership and other factors for indus- 
tries which are now treated as key sectors could be maintained unchanged 
or amended some time in the future to establish revised ownership and other 
provisions. Furthermore, legislation could also be enacted to extend key sector 
treatment in one form or other to industries which are not covered at present. 

In a sense, the application of a review process can itself, over time, in- 
dicate those industries which warrant protection as measured by its criteria. 
Industrial patterns can be expected to emerge from the work of the review 
process which indicates an inclination to preserve some sectors for Canadian 
control. Sectors identified in this way would only emerge gradually. There 
would not be any decision to “protect” these sectors without regard for their 
strengths and potentials, which could vary over time and in comparison with 
would-be foreign investors seeking entry through the review process. 

The review process might be used more directly as a means of advancing 
a key sector approach in a variety of different ways: 

(i) The legislation could direct the review authorities to take into 
account factors of social or cultural significance which were con- 
sidered important. 

(ii) The legislation, or regulations issued under it, could specify certain 
industries to which special preference for Canadian ownership 
should be attached in the review process—although remaining 
open to the possibility of foreign investment in some circumstances. 


If legislation is introduced to require Canadian ownership or block foreign 
takeovers in a particular industry, the review process would not be needed. 

As a general rule, the review agency should be specifically directed to 
be guided by economic considerations alone in determining whether any 
given areas of the economy should be singled out for some special kind of 
treatment. 
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DETERMINATION OF KEY SECTORS 


In essence, a key sector policy is one which emphasizes a certain degree 
of Canadian ownership and/or control of Canadian firms. In contrast, the 
review process discussed above focused more upon the performance of 
firms. Under the key sector approach, “Canadian control” generally implies 
sufficient Canadian ownership of the shares of a company that the manage- 
ment effectively rests in Canadian hands, regardless of the percentage of 
shares that that requires. The ownership or control requirements may vary 
from industry to industry and they may be applied in different ways, as in- 
dicated earlier. 

Unlike the alternatives discussed in the next chapter dealing with the 
desirability of a 50 or 51 per cent ownership of all Canadian firms of a 
significant size, the key sector approach focuses upon Canadian control only 
in respect of certain designated sectors. 

Over the past fifteen years, the federal government has from time to time 
identified particular sectors of the economy which it determined to reserve 
wholly or partly for Canadian control. This policy has been based on the 
conclusion that there are certain sectors of such intrinsic importance to the 
nation economically or socially—or both—that it is either essential or highly 
desirable that the firms within that sector be wholly or largely under Cana- 
dian control. Underlying this approach is a belief that certain objectives 
of the Canadian government and people cannot be fulfilled satisfactorily 
without the presence of Canadian controlled firms in certain sectors of the 
economy. 

To a substantial degree, these objectives have in the past been social 
or cultural, rather than economic. Thus, broadcasting, magazines, and news- 
papers have all been singled out for special treatment as key sectors®, 
although there are substantial differences between the approach adopted 
in the case of broadcasting and that covering the print media. 

Even the decisions to make the banks and other federally-incorporated 
financial institutions key sectors were not based entirely on strictly economic 
factors. For instance, the decision to treat the chartered banks as a key 
sector appeared to have stemmed in part from the fact that the Bank 
of Canada exercises moral suasion from time to time in its dealings with 
this institution. It was considered that foreign controlled banks might be 
less responsive to such suasion than those that are Canadian controlled. 
It was the continuing ability of the central bank to apply moral suasion 
effectively that was partly at issue, not simply the economic importance of 
the banks—although the latter was undoubtedly an important consideration. 

Further study is needed to determine if some of Canada’s non- 
economic objectives are being frustrated by foreign control in certain 
sectors. In particular, the publishing or production and the distribution 
industries related to books, magazines and films could be looked at from 
this viewpoint, as could all the communications industries. 

®See Chapter Twenty. 


496 


A number of natural resource industries also merit study because this 
is an area of basic Canadian strength in which foreign inputs may have 
little significant contribution to make to the achievement of Canadian 
objectives. 

Preserving Canadian control of the capital intermediation process 
appears to have been the main economic consideration that has prompted 
the designation of certain key sectors in the financial field to date. Federal 
authorities seem to have been concerned to ensure that the chartered banks 
did not come under the control of non-residents and that a Canadian 
presence was maintained in the case of federally-incorporated trust, loan 
and insurance companies. Their concern appears to have been based on the 
fear that non-resident controlled intermediaries would be more disposed 
to siphon an excessive amount of domestic savings out of the country than 
would Canadians. 

Three considerations or criteria for identifying key sectors in the 
future are considered below. They involve the economic impact of foreign 
direct investment, the vital nature of particular industries and certain non- 
economic factors. Each of these is considered in turn. It is important, how- 
ever, to recognize that these are not arbitrary criteria for determining 
which areas of the economy might be regarded as key sectors. Rather, they 
are criteria put forward only as a guide to help identify which industries 
warrant detailed study as possible candidates for designation as key sectors. 


ECONOMIC IMPACT CRITERIA 


The principle which could guide the government in determining 
whether the economic impact of an industry justified considering its classifi- 
cation as a key sector is that discussed above in the chapter on the review 
process. Basically the view expressed there was that consideration should 
be given to blocking foreign direct investment which would fail to have 
an impact that would yield a net economic benefit to Canada. It was also 
Suggested that whenever indigenous Canadian capabilities were equal to 
or better than foreign capabilities, or whenever industrial development 
considerations prompted the government to provide special support to a 
particular sector, the objective of which could be frustrated more readily by 
foreign controlled firms, this could constitute sufficient reason for requiring 
Canadian control of that sector. 

As noted above, the application of the review process criteria would 
lead to the singling out of some sectors where Canadian control would be 
more likely to emerge and be protected. 

The determination of key sectors in this special sense through the 
review process, is more flexible than that adopted in the past. It is based 
on the assumption that the special status given a particular economic area 
could be withdrawn at any time if a foreign investor comes along with 
valuable new capacities or if the Canadian controlled firms become less 
efficient. 
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The essence of this kind of approach is that key sectors be determined, 
at least in part, by one of two major factors—or both. The first involves a 
comparison of indigenous Canadian and non-resident capacities in particular 
sectors of the economy over a period of time. Where Canadian capacities are 
equal or superior to those of non-residents, then rules could be developed 
involving a bias against foreign investment. This would simply flow from the 
decisions of the review process. Alternatively, these rules could take the 
form of regulations adopted under the authority of a general foreign invest- 
ment law. In either case, it could always be made open to the agency to 
approve direct investment from abroad in cases where the foreign interests 
could demonstrate that they would make a significant contribution to the 
Canadian economy. If the protectionism inherent in ownership guidelines 
or regulations made Canadian controlled industry less efficent, causing a 
resultant loss in its comparative advantage, the guidelines or regulations 
could be modified to allow foreign controlled firms entry to provide a new 
competitive thrust. However, more rigidity would be introduced if each 
key industry were established by statute, which rigidity could, in turn, have 
costly economic consequence. 

The second major factor involves industrial strategy. When the Cana- 
dian people have placed a large stake in an industry, they may wish to 
try to ensure the maintenance of Canadian control. Such control may help a 
firm to sink roots in this country and such roots may be needed to ensure 
that the firm in question is not subject to arbitrary decisions by those who 
are not particularly responsive to Canadian market requirements or Cana- 
dian government concerns. | 


VITAL INDUSTRY CRITERIA 


The first set of criteria discussed above involved weighing the net eco- 
nomic impact of foreign direct investment on a particular industry or area to 
provide a guide to determining whether it should be classified as a key sector 
in the economy. In addition, however, there are industries which might 
be considered for designation as key sectors because of other economic factors 
involved relating to their very nature. These are industries that play a critical 
part in the functioning of the economy as a whole, a part that often extends 
beyond their importance in terms of size alone. Many have an important role 
in the determination and/or implementation of Canada’s economic and social 
priorities. They could, for example, include industries in such fields as transpor- 
tation, communications, power and certain financial intermediaries which have 
not been covered under present law—all of which are vital cogs in the econ- 
omy. The fact that a particular industry or economic area meets this criterion 
does not provide grounds for its automatic designation as a key sector, but 
it does provide grounds for further study in depth to provide the basis for 

reaching a judgment as to whether all the relevant factors justify such a step. 
Such an approach would be feasible whether or not it were decided to adopt 
a review process. 
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The kind of industries which might fall into this category are, in a sense, 
part of the central nervous system of the nation and as such are a matter of 
concern for several reasons. Firstly, the government may wish to have some 
capacity to exercise moral suasion over them from time to time because of 
the vital role they play in the operation of the whole economy. For instance, 
a disruption of rail service or of electrical power distribution can cause eco- 
nomic problems many times greater than the dollar value of the service cut 
off. In such situations, the government may wish to intervene by dealing 
directly with the senior corporate officials. Using moral suasion in such 
situations is more difficult with foreign controlled firms, as the government 
normally has less leverage with them than with those controlled by Canadians. 

Secondly, the government may wish to maximize the capacity of Cana- 
dian regulatory authorities to obtain good cooperation from firms in an 
industry. In this situation, Canadian control may be helpful. Finally, in 
such industries it may be important to have senior corporate officials who are 
fully sensitive to the Canadian economic, political and cultural environment. 
This again is achieved most easily, though by no means assuredly, by Cana- 
dian control. 

It is not concluded from the above that any firm which is in a particular 
important industry not now designated as a key sector need necessarily be 
subject to Canadian control in the future. In some cases, public regulation 
may be sufficient. It is, however, suggested that any industries which fill this 
very important role in the economy must be examined case by case to con- 
sider whether the facts of the particular situation do seem to warrant Canadian 
control. 


NON-ECONOMIC CRITERIA 


There are some areas of the economy which might be considered for 
designation as key sectors for reasons unrelated to economic factors. These 
are areas which play an important role in terms of safeguarding or developing 
Canada’s culture and identity, in terms of other social considerations, or in 
terms of national defence and security. 


CULTURAL CONSIDERATIONS 


With respect to those industries which have an important role in the 
safeguarding and development of Canadian culture and identity, several 
considerations seem to be relevant. The first is that the total reliance upon 
foreign controlled firms in industries such as the publishing and distribution 
of magazines and books leaves open the possibility that these firms will 
serve as vehicles for excessive intrusion of foreign culture at the expense of 
the development of Canadian culture. If this were taken to an extreme, the 
consequences for indigenous cultural development and preservation of a 
distinctive identity would be highly adverse. This does not mean that if for- 
eign controlled firms do dominate, the worst would necessarily happen. 
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Rather, it means that there is a risk of foreign cultural domination which 
may be too great to take. 

The converse situation is, of course, one where only Canadian controlled 
firms are allowed in cultural activities, and, in the extreme, where all imports 
of foreign books, films, magazines, and works of art, etc., are prohibited, thus 
insulating Canada from the rest of the world’s creative output. This extreme 
is equally undesirable and obviously does not provide the basis for an accept- 
able Canadian cultural policy. 

Between these extremes, there is room for much debate and argument 
about the appropriate role for the foreign controlled firm in Canada. At the 
same time, however, it must be recognized that any rationale for either a re- 
strictive or open ownership policy would be more difficult to develop in the 
absence of further elaboration of government policies on cultural development. 


National Defence and Security 


A further issue for consideration is whether there are reasons of national 
defence or security that make it important for certain Canadian industries, 
such as those involving defence equipment or resources, to be Canadian 
controlled. 

The question of foreign government and non-western ownership of Cana- 
dian business was considered earlier in the study. The question at issue here 
is whether there are reasons of national defence or security which argue 
against the nationals of other western countries being able to own and control 
certain categories of Canadian business. When viewed in this way, the ques- 
tion is whether Canada should restrict the ownership of defence industries or 
resources important for defence by private firms controlled in countries with 
which Canada is now allied militarily. As most Canadian defence equipment 
and resource industries are already foreign controlled, any significant move 
to establish Canadian control would require extensive acquisitions to be made 
of foreign interests. 

However, nothing in the government’s reviews of foreign or defence 
policy suggested that a programme of buying back such industries need be 
undertaken for reasons of defence or security. 


Other Non-Economic Factors 


There may be other non-economic considerations, in addition to those 
already discussed, which should play a part in the determination of key sectors. 

One such consideration involves the matter of personal privacy and the 
confidential nature of certain kinds of information. This issue arises out of 
the growing use of data banks and the lines along which information is trans- 
mitted. It seems desirable, as a matter of principle, that the confidentiality of 
_ private information relating either to individuals, companies or other groups 
should be maintained as fully as possible. To the extent that the extra- 
territorial application of a foreign law or policy, including political pressure 


500 


of a foreign government, could endanger such privacy, Canadian control (as 
well as public regulation) may be needed. It may also help to prevent the 
misuse of information about Canadians compiled and stored by foreign con- 
trolled data collecting companies. Partly for these reasons, computer utilities 
and data banks need to be examined from this perspective.” 


CONCLUSIONS 


A foreign ownership policy based largely upon the concept of key sectors 
is one which is likely to carry a greater risk of being economically costly 
because of its more rigid and arbitrary nature than one based upon a review 
process. It also gives the government less capacity to influence the domestic 
economic environment than does a review process, since ownership itself does 
not provide sufficient assurance that performance goals will be achieved. 

At the same time, there may be a limited role for a key sector policy 
as a supplement to a review process or as part of a review process. The three 
kinds of criteria discussed above may be useful in helping the government 
to identify which areas or industries should be considered as key sectors if it 
were decided to adopt this type of approach. These factors are not exhaustive 
nor can they be applied in a mechanical way, in the sense that they do not 
predetermine which sectors would be designated as key sectors, but they do 
indicate those that merit special study to determine if they should be so 
designated. 


7™This issue is at present being considered by the Joint Task Force on Privacy and Com- 
puters established by the Departments of Communications and Justice. 
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Chapter Twenty Seven 


THE FIXED RULES APPROACH 


INTRODUCTION 


Another alternative policy approach to the problem presented by foreign 
direct investment is to make it mandatory for Canadians to own a certain 
proportion of all firms in Canada of economic significance. It could be pro- 
vided by law that Canadians be required to hold half (50 per cent) or a 
majority (51 per cent) of the voting shares of such Canadian companies. 
Such an approach has been adopted in certain other countries. 

Legislation could also be enacted requiring that a specified minimum 
proportion of the directors of all economically significant companies in Canada 
be Canadian citizens ordinarily resident in Canada. Such a provision could 
serve either as a complement to mandatory Canadian shareholding require- 
ments or could be instituted independently on its own merits. In the latter 
event, however, the policy would probably not have sufficient impact to be 
considered as a broad alternative to the options discussed earlier, but would 
have to be viewed only as a small part of a general policy on foreign direct 
investment involving other, more substantive measures. 

This chapter is devoted to examining some of the factors that should be 
taken into account in giving consideration to the desirability of adopting some 
form of fixed rules governing the bulk of foreign controlled companies in 
Canada. 


MANDATORY CANADIAN SHAREHOLDING AND 
JOINT VENTURES 


Legislation requiring that Canadians hold a half or more of the voting 
shares of all companies of economic significance in this country would un- 
doubtedly bring about a very substantial reduction in the degree of foreign 
ownership of Canadian business enterprise. For this reason, such a policy 
constitutes a clear alternative to the other general approaches discussed earlier 
—a review process and designation of key sectors. 

Legislation providing for minority Canadian shareholdings, or aimed at 
encouraging the achievement of this objective, constitutes a variation of this 
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approach. This variation, however, is not likely to have sufficient impact to 
provide the basis for a general foreign investment policy. 

Like the key sector approach, but unlike the review process, a policy 
based on fixed ownership rules assumes a certain real benefit is acquired 
merely from obtaining Canadian ownership per se, or at least in obtaining 
some degree of Canadian owership. That is, the premise of these two ap- 
proaches standing alone is different than that on which the review process is 
based. 


ALTERNATIVE APPROACHES TO MANDATORY CANADIAN OWNERSHIP 


Provision for mandatory Canadian shareholdings could be made in a 
number of different ways. Following is an outline of four alternative ap- 
proaches that might be adopted. These options are put forward only to indi- 
cate the range of possible approaches. 


Mandatory Joint Ventures 


One possibility is to provide by law that all foreign investors in Canada 
be required to have a Canadian partner holding at least 51 per cent of the 
voting stock, or, alternatively, a significant minority of the shares—perhaps 
40 per cent, and entitled to elect directors in proportion to his share of voting 
stock. This would constitute a joint venture by the foreign and Canadian in- 
terests. Such a joint venture would ensure substantial Canadian equity partici- 
pation and help to obtain an important Canadian voice in the management 
and direction of the company. 

Under this approach, all of the shares held by Canadian citizens would 
be concentrated in the hands of one Canadian firm ownership interest, so that 
the foreign shareholding would not necessarily be the largest single concentra- 
tion of shares (as would be the case if the law provided only for 50 or 51 
percent Canadian ownership, but with the possibility of the Canadian share- 
holdings being fragmented). Even if the foreign interest were the largest single 
ownership interest, there would likely be significant Canadian participation 
in the management and proceeds of the venture. The joint venture approach 
raises a number of questions in the context of various issues that are of prime 
concern in this study, some of which are considered below. 


Domestic Control of the National Economic Environment 


Sufficient control of the national economic environment is needed to pro- 
vide the means of ensuring that the Canadian economy is responsive to public 
policy. Would mandatory joint ventures enhance domestic control by making 
such firms more receptive to the Canadian environment and requirements of 
public policy? 

It was noted on a number of occasions earlier in the study that Canadian 
control of a firm is not always an indication in itself that a firm will perform 
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well economically, or otherwise be responsive to Canadian policies. In other 
words, requiring forcign firms to enter into joint ventures with Canadian 
partners does not ensure that domestic control will be improved in all cases. 

Certain aspects of domestic control are likely, however, to be improved 
through the technique of joint ventures. The existence of a Canadian partner 
would restrict the ease with which assets, product lines or profits of a firm 
could be arbitrarily moved out of Canada without due consideration of Cana- 
dian policies and needs. A Canadian partner increases the sensitivity of the | 
firm to the Canadian economic and social environment. Joint ventures would 
also be less likely to serve as vehicles for the transmission of foreign laws and 
policies to Canada than would be the case with firms which are wholly or 
largely foreign controlled. 

At the same time, it must be recognized that joint ventures whose opera- 
tions are largely international in scope may be heavily influenced by circum- 
stances and pressures abroad and thus be under some compulsion to respond 
to foreign laws, policies and priorities. 


Truncation 


One important consideration noted earlier was that foreign control often 
involves truncation of the activities of the subsidiary, making innovation at 
this level very difficult. This in turn reduces the scope for the development 
and exercise of entrepreneurship in Canada. It also has an adverse impact 
upon employment, since the less truncated the operation, the more jobs it will 
tend to offer. 

The question that arises is whether the existence of a joint venture 
tends to increase both the capacity and incentive of the foreign investor to 
truncate the operations of the Canadian firm. 

Where a joint venture is the result of normal market forces and con- 
ditions, or modest tax incentives, it is likely that the answer would be in 
the negative. Voluntary joint ventures (as opposed to mandatory joint 
ventures) generally bring together parties which have something to offer 
one another (such as one having a new technology and the other the market- 
ing outlets). In such circumstances, the assumption is that there is some bal- 
ance of bargaining power, with the Canadian partner having the capacity and 
desire to press for the undertaking of a less truncated operation in Canada 
where it was profitable to do so. Even this kind of relationship involving 
a voluntary joint venture, which initially provided for a reasonable degree 
of Canadian industrial activity, could be altered significantly if rapidly 
changing technology or other dynamic factors disrupted the balance between 
the two partners and made it more profitable for the foreigner to undertake 
more of his activity abroad or on his own. 

Conversely, the adoption of a mandatory Canadian ownership policy 
could incline a foreign investor to establish a more truncated operation in 
Canada than if he could retain full ownership himself, the degree of trun- 
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cation perhaps depending in part on whether or not the Canadian rules 
permit him to retain effective control. The aim of such an investor would 
likely be to maximize his return on a minimum capital investment. This 
would be particularly so if this mandatory approval were to be applied to a 
foreign investor having some valuable distinctiveness as well as access to 
capital and other inputs—while the Canadian participation could only be 
justified by the legal requirement. He would normally prefer to make his 
larger investments in other countries, or firms where he was not obliged to 
offer shares to foreign nationals and where he was able to retain all or the 
greater share of the profits. 

In the case of mandatory joint ventures, there would obviously be many 
cases in which the apparent balance between the Canadian and foreign partner 
would only be superficial from the beginning because many Canadians enter- 
ing such an arrangement would have little to contribute. In that kind of situ- 
ation, the foreign investor would attempt to minimize his contribution to 
the deal by undertaking as little activity as possible through the joint venture 
and as much as possible through his own operations abroad. The extent to 
which a foreign investor would be able to truncate his Canadian operation as 
a response to mandatory Canadian ownership requirements (or to changing 
circumstances) might be circumscribed by a review agency (if the joint venture 
approach was not made the sole vehicle of the foreign investment policy) 
which could bring its own negotiating powers to bear in an effort to ensure 
that a reasonable proportion of the industrial activity is undertaken (or main- 
tained) in Canada. 

In summary, compulsory joint ventures are likely to result in a very 
strong incentive for a foreign investor to truncate in order to share as few 
of the proceeds of the activity as possible, with all the adverse consequences 
this implies for the Canadian economy. Nevertheless, joint ventures do provide 
some opportunity for Canadians to participate in benefits, management and 
direction of the company and to acquire experience in the managerial roles 
in industries formerly dominated by non-Canadian interests. 


Economic Efficiency 


Any legislation requiring all foreign firms in this country to have a 
Canadian partner would almost certainly result in some reduction of foreign 
direct investment in Canada, whether for new ventures, expansions or acqui- 
sitions. As a result, Canadian controlled firms in some industries might be 
under less competitive pressure if some firms did not enter the Canadian 
market and perhaps be less likely to operate efficiently. Those joint ventures 
which were undertaken in compliance with the legislative requirements would 
be less likely to be rationalized on an international basis, since the foreign 
participant would limit the extent to which he integrated such a joint venture 
with his global operations, and therefore would be less likely to realize 
their potential for greater efficiency in some industries. As an alternative 
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to foreign direct investment, however, some companies might seek to supply 
the Canadian market to a greater extent through exports, which in some cases 
could maintain the competition for Canadian controlled firms. 


Absence of Selectivity 


In one respect, mandatory joint ventures would have the opposite 
effect of a review process. The essence of a review process is that it is 
selective. By applying the case-by-case method, it would be able to take 
into account the economic consequences of its intervention. By contrast, 
general ownership rules respecting joint ventures, if made to apply across 
all industries and in all circumstances, would not be selective. For this 
reason it is not possible to anticipate what their general impact on the 
economy would be. But the impact is likely to be adverse in some settings 
and unlikely to serve the variety of other objectives of industrial policy. 

For one thing, some investment that offered advantages to the Canadian 
economy—perhaps in the form of new technology or new export markets— 
would be lost, since some foreign firms would be reluctant to invest if they 
could not exercise full control. In particular, they might be concerned 
about revealing the secrets of their distinctive capacities—for example, 
those involving technology or know-how—to a Canadian partner. 

Furthermore, to avoid sharing the profits with a Canadian participant 
the foreign firm would probably prefer to locate any new plant capacity in 
places other than Canada, especially if the plant is to do more than supply 
the Canadian market. 

Thirdly, if a mandatory joint venture provision was made retroactive, 
foreign controlled firms would hesitate to invest in new capital equipment. 
They would seek to minimize their investment in Canada. They would 
think twice about upgrading their machinery and plants. 

Fourthly, mandatory joint ventures applying across the whole economy 
assumes that Canada has equal indigenous capabilities across all industries, 
that Canada would be equally able to fill the breach in each sector. This is 
clearly not the case. 

Finally, it will be evident to the foreign owner that our capabilities are 
weak in some areas. This, in turn, will leave him in a strong position to 
demand that a Canadian partner pay heavily for whatever minimum share 
he is required to be given. At some price, such an enterprise would become 
a bad deal for Canada. 

In short, such an approach would take no account of the selectivity 
likely to be necessary to implement a sound industrial development strategy. 


Other Factors 


Some of the arguments in favour of joint ventures are supported by 
the analysis in this study. The advantages, however, are ones which in 
some cases can also be achieved through other techniques. 


507 


For example, it is suggested elsewhere in this study that there may be an 
inadequate supply of Canadian stocks of satisfactory quality for Canadian 
buyers, especially institutional buyers, that this shortage is contributing to 
the large investments of Canadian portfolio capital abroad, and that this 
increases reliance on foreign investment.® It is sometimes argued that 
legislation which would have the effect of making a greater volume of shares 
available in the Canadian market would provide the additional investment 
opportunities in Canada required by large institutions, and that they would 
thus be less likely to invest abroad. 

If joint ventures were made compulsory, there would tend to be an 
increase in the volume of shares available in the Canadian market and there 
might be some improvement in the quality of the available shares, as some 
Canadian participants in joint venture might raise a part of their money 
through the stock market; that is, the objective of increasing opportunities 
for investors to put their money in Canada would be advanced. 

While a mandatory joint venture requirement might be conceived of as 
a means of improving Canadian capital markets, there are other and perhaps 
better techniques for improving the efficiency of these markets, as indicated 
earlier in the study. 

It has also been asserted from time to time that requiring Canadian 
shareholdings would force foreign controlled firms to disclose more informa- 
tion about their operations than they now do. While this is quite true, it is 
a very indirect means of achieving that end. Elsewhere in this study, means 
are suggested which would deal more directly and comprehensively with this 
necu., 

It is also sometimes suggested that mandatory Canadian ownership pro- 
visions would require firms to take greater account of Canadian interests 
than is now the case. To a limited degree, this may be true in some instances. 
However, the review process would provide a more direct and effective means 
of achieving this objective, as well as a number of other objectives. 


Conclusions 


Apart from the symbolic act of reducing foreign control, the economic 
benefits flowing from a general requirement of joint ventures would likely be 
limited at best. The costs could be significant in economic terms, with some 
needed investment being lost and probability of truncation increased. There 
might be greater inefficiency in Canadian management. While a mandatory 
joint venture provision does not appear realistic, it might be desirable to 
consider directing a review agency to press for the establishment of joint 
ventures in those situations where such an arrangement would be feasible. 


8 See Chapter Seven. 
®See Chapter Twenty Two. 
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Majority Canadian Ownership and 
Director Representation 


As a second option, the law could provide for 51 per cent (or more) 
Canadian ownership of voting stock, in all Canadian firms, or all firms of 
significant size with the possible additional requirement that directors be 
elected separately by the Canadian and foreign shareholders. If it were re- 
quired that the directors be elected separately by Canadian and foreign share- 
holders in proportion to the size of their respective shoreholdings, the directors 
chosen by Canadian shareholders would always be in the majority. The de- 
tails of such a scheme could be altered, but the concept is clear. The law 
would both provide for Canadian ownership and, while not ensuring Cana- 
dian control, increase substantially the likelihood of control being achieved 
because it would allow any group of Canadian shareholders who could obtain 
the support of half the Canadian shareholdings—25.6 per cent of the total 
voting shares—to be able to control the board of directors. 

It would, of course, also be possible for the foreign affiliate to persuade 
a Canadian shareholder to nominate a slate of Canadian directors sympa- 
thetic to the foreigner’s position. The foreign affiliate might have the capacity 
to mount a campaign to secure the election of the slate of Canadian directors 
in which it had confidence. But this would not necessarily happen. Under the 
option postulated here, it would always be feasible for control to be gained 
by a Canadian group which wished to build the subsidiary into a firm that 
was more independent of the existing foreign parent. It would, similarly, be 
possible for such a Canadian group to exert pressures to ensure that the 
profits earned by the subsidiary were reported as Canadian profits, rather 
than as profits accruing to the foreign affiliate. The foreign investor would be 
conscious of this. He would recognize that his hold on the Canadian firm was 
not a sure one. 

This approach is thus similar to the point venture involving 51 per cent 
(or 50 per cent) Canadian ownership. It differs in that it does not ensure 
that the Canadian ownership would be concentrated, even though it does 
leave open this possibility. 

In assessing the implications of this approach for the various issues 
which are of concern in this study, much of the analysis which applies 
is similar to that which was set out in the assessment of mandatory joint 
ventures. 

The foreign investor would recognize that he would be entitled to only 
49 per cent (or 50 per cent) of the profits. He would also recognize that his 
capacity to benefit in other ways would be threatened by the possibility of 
Canadian control. 

Thus the incentives to truncate would be similar to that described in 
the first option involving mandatory joint ventures. The likelihood of reduced 
foreign investment would probably be as great, thus increasing protectionism 
and jeopardizing economic efficiency. The lack of selectivity would simil- 
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arly involve a large economic cost. The arguments, in short, would be 
equally against such an approach and perhaps more so if Canadians do not 
exercise control. 


Majority Canadian Ownership Alone 


The third option involves legislation providing for 51 per cent Canadian 
ownership, but without any provision for separate election of Canadian direc- 
tors by Canadian shareholders. In most cases, this would involve continued 
foreign control. 

The implications of this approach are somewhat different than the 
first two alternatives. 


Domestic Control of the National 
Economic Environment 


With continued foreign control of the firm, the likelihood of greater 
domestic control of the economic environment would not be very great. 
However, the existence of large Canadian shareholdings would, as a practical 
matter, require most firms to provide for a number of Canadian directors. It 
might also lead to a greater consciousness of Canadian interests. But the 
firm would not be as hampered in moving profits out of the country as it 
would be if there were an effective Canadian partner and it would 
probably remain no less exposed to pressures and laws of foreign govern- 
ments. Thus, while some increase in domestic control might be felt, it would 
probably be relatively small. 


Truncation 


The incentive to truncate would be as great as in the alternatives con- 
sidered above. But, if anything, it would be easier to carry out because a 
Canadian partner or directors elected separately by the Canadian share- 
holders would not be present. Thus fewer obstacles to such practices would 
exist. 


Economic Efficiency 


Foreign investors would likely be much more ready to invest in 
Canada in this kind of situation than in the two discussed above. They 
would be virtually sure of retaining control. Accordingly, this kind of 
approach would probably deter fewer foreign investors than the first two 
options and would be less likely to protect inefficient firms from the 
competition offered by foreign investors. 


Significance for Canadian Control 


To require all foreign controlled firms to make available 51 per cent 
of their shares to Canadians would, in turn, require that Canadians put up 
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very large amounts of equity capital. This could make it more difficult for 
existing Canadian controlled businesses, and those that have a potential to 
develop in future, to raise equity capital—at least for a substantial number 
of years. It is thus possible that the greater Canadian ownership which 
would result from this option would also lead to less Canadian business 
control. As pointed out in the discussion of mandatory joint ventures in- 
volving a Canadian partner which was a public company, this approach 
would, however, to some extent satisfy the shortage of shares available 
in Canadian capital markets. 


Conclusions 


It is sometimes argued that, apart from its symbolic benefits, a require- 
ment that a majority of the shares of all firms in Canada be owned by resi- 
dents would help to set a cumulative process in motion by which Canadians 
would come to assume an increasingly important role in the management 
and direction of enterprise in this country. Against this possibility must be 
set the likelihood that such a requirement would result in substantially 
greater truncation of the operation of those companies in which foreigners 
retained an interest, and also the likelihood that achieving a further increase 
in effective Canadian control of firms in this country would be endangered 
by the fragmentation of Canadian capital. 


Minority Canadian Ownership 


Under this fourth option, Canadian law could provide that all foreign 
controlled firms must have at least minority Canadian ownership of voting 
shares, say a quarter or a third. 

Two objectives might be served by such a law. Firstly, increased 
opportunities would be made available to Canadians to invest in Canadian 
firms. Secondly, greater Canadian ownership might in turn lead to election 
of more Canadian directors and officers, with the possibility that the sub- 
sidiaries would become more sensitive to the needs of Canada and more 
responsive to the Canadian environment and public policy. 

The same objections that were cited above in respect of the 51 per cent 
Canadian ownership option (option three) would apply also here. The 
incentive to truncate would remain though it would not be quite as great as 
in the case immediately above. Canadian controlled firms wishing to raise 
equity capital might also face increased difficulties, although not as many as 
if majority Canadian ownership was required. 


PROBLEMS IN ESTABLISHING SELLING PRICES 
UNDER MANDATORY OWNERSHIP RULES 


If a law were enacted requiring existing foreign controlled firms to 
make shares available to Canadians, it would be necessary—as a practical 
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matter—to allow a fairly long period of time for its implementation. If this 
were not done, there would be a flood of shares on the Canadian market 
which inevitably would exceed the demand for such shares. The likely result 
would be that the price per share would be substantially lower than a 
realistic market value. In turn, this would be likely to lead to strenuous 
opposition from the foreign controlled firms, with the support of their home 
governments. There would also be strong objections from those Canadians 
who were already shareholders in such companies. The Canadian govern- 
ment might then have to step in to establish appropriate values—never an 
easy task—to prevent a conflict developing with our major trading partners 
and to satisfy any existing Canadian shareholders. 

A further consideration is that a Canadian investor’s view of the value 
of the shares of a Canadian subsidiary is likely to be different from that of 
the parent firm if the Canadian ownership provisions should lead to a weak- 
ening or severing of the links between the parent and the subsidiary. It was 
suggested earlier that the subsidiary, especially in manufacturing, is often 
very heavily dependent upon the parent’s technology and know-how. It is 
tied closely to the parent’s strategy and capable of contributing to it. The 
value of the Canadian subsidiary could be substantially altered if those links 
were not fully maintained. 

All four options considered, however, would be likely to involve a 
change in the relationship between the Canadian firm and its foreign affiliate 
in a way that might have an adverse impact on the profits of the Canadian 
firm. After the change in the relationship, the foreign firm could be expected 
to insist upon full value for goods and services it provides to the Canadian 
firm, whereas when it previously owned 100 per cent of the Canadian firm, 
it may not have been doing so. This would further complicate the establish- 
ment of a fair price. On the other hand, the opposite may have been true, 
with the parent over-charging the subsidiary for the goods and services it 
supplied. In this case, Canadian interests might press for a better deal, 
which could be a factor that would tend to enhance the profitability of the 
Canadian operation. 

In the case of the first two options, under which the foreigner might not 
be in complete control of the Canadian business, there might also be some 
difficulty in persuading the foreign affiliate to make available to the Canadian 
firm the most up-to-date and most valuable technology and other inputs 
which it possesses. The reluctance to locate a full range of activity in Canada 
would reflect the fear that confidential commercial information might become 
available to Canadians whom the foreigner does not effectively control. 
Under all four options, the foreigner might be similarly reluctant to locate 
activity in Canada because of his desire to minimize the flow of profits to 
Canadian shareholders. 

In any case, the implementation of the mandatory sale of shares to 
Canadians would have to be spread over a good number of years to allow 
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the market a better opportunity to set the value fairly and provide the 
capital with which to absorb the securities involved. 


CONCLUSIONS 


The weight of evidence and argument appear to be strongly against 
any approach based upon mandatory Canadian shareholdings. Apart from 
the symbolic value of a gesture requiring Canadian ownership, such benefits 
as might be obtained would be very small. The economic costs involved 
would vary from one option to the other, but in all cases they could be 
substantial because of the arbitrary and general quality of the rules. Accord- 
ingly, the analysis does not suggest such an approach. 

There is one additional possibility that could be considered if it were 
decided to implement a review process. That is to authorize the review 
agency to consider the degree of equity participation that would be made 
available to Canadians as one of the factors to be weighed in deciding 
whether to approve foreign direct investment. 

Some of the arguments outlined above with respect to mandatory 
Canadian shareholdings would apply also in the case of this alternative 
approach, especially the concern that this would increase the likelihood of 
truncation. However, a review process could take this into account, and 
could avoid or substantially reduce the risk of such a development by using 
the technique selectively and with flexibility, considering for each case the 
probability of producing such negative results. 

Another factor which might decrease the likelihood of such negative 
side-effects as truncation resulting from this alternative approach is the 
possibility that such firms would appoint external Canadian directors, that 
is those who are not officers or employees of the subsidiary, or otherwise 
linked to it in a business relationship—such as legal counsel or fiscal agents. 
Indeed, if some priority is given to having Canadian shareholdings, then 
equal priority should be given to requiring Canadian directors. This could 
result in greater sensitivity to the Canadian environment. 


CANADIAN DIRECTORS 


INTRODUCTION 


While the issue was touched on earlier in this chapter, it is necessary 
to consider in greater depth the question of whether special rules should be 
developed to encourage or require foreign controlled firms to elect Canadian 
citizens ordinarily resident in Canada to their boards of directors. In con- 
sidering some of the possible policy alternatives outlined below, a number 
of factors must be taken into account. 
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A major consideration that arises is whether having Canadians on the 
board of directors of a subsidiary would enable the interests of the sub- 
sidiary to be asserted more forcefully within the international firm than it 
would be without them. The interests of the subsidiary do at times differ 
from those of the parent. On occasion, the subsidiary will want to argue 
forcefully its position with the parent firm. The existence of external Cana- 
dian directors could be of some importance in such situations, especially as 
existing boards of directors of subsidiaries are often made up of internal 
officers or other closely associated with the subsidiary, who may not always 
be in a position to take as firm a stand. 

Where Canadian minority shareholders also exist, an even greater 
weight would likely be given to the views of Canadian directors by the 
parent firm. On the whole, however, the capacity of any board of directors 
of a subsidiary to convince a parent may be limited when there is a real 
difference of interest. Thus the benefits to be derived are likely to be modest. 

A second consideration relates to the role of directors under company 
law. The Department of Consumer and Corporate Affairs is now considering 
further revisions to the Canada Corporations Act which would make direc- 
tors more directly responsible for the affairs of a company and consequently 
oblige them to take a greater interest and participate more actively in its 
affairs. This could also tend to enhance the value of having Canadian 
directors. 


APPOINTING GOVERNMENT NOMINEES TO BOARDS OF DIRECTORS 
OF LARGE MULTINATIONAL FIRMS 


Chapter Four drew attention to the power and flexibility of the multi- 
national enterprise. In particular, it was pointed out that there are occasions 
when the interests of the Canadian subsidiary and that of the MNE as a 
whole will differ. It was also noted that there are times when the subsidiary 
will seek to convince the parent of the merits of undertaking an investment or 
other activity in Canada. 

It is often maintained that Canadian directors on the boards of foreign 
controlled companies can play a useful role in helping to protect and promote 
Canada’s interests in the operation of the enterprise. If this view is valid, 
then the logic of the position suggests there is some merit in considering 
whether the government itself should be empowered to appoint some directors 
to the boards of the larger and more economically significant MNE’s operating 
in this country—perhaps those with assets of more than $50 million—to 
represent the broader public interest of Canadians. 

The function of government appointed members of a board of directors 
could be the same as that of any other Canadian director, but there would be 
much greater assurance that they would not simply be an instrument of the 
parent company, but free to argue for and defend the interests of the Canadian 
corporation. The purpose of such an appointment would not be to secure a 
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director who would report back to the government on the corporation’s affairs, 
but to assure an active and independent Canadian voice in the affairs of these 
companies. 

To achieve still greater effectiveness from government appointment 
of Canadian directors, it might be desirable to have a means available for 
the public expression of their views from time to time. Where a director felt 
that the interests of the Canadian subsidiary were not being fully protected, 
he would be free to present his view publicly. Short of this, the only course 
open to a government appointed director would be resignation. 

Providing for appointment of some directors by government would be a 
recognition of two factors: firstly, that the Canadian subsidiaries can and 
sometimes do have interests which differ from those of their parents; and 
secondly, the important role of subsidiaries in the Canadian economy. 

As a way of improving the net benefits to Canada from foreign direct 
investment, this technique would obviously be much less effective than a 
review process, although it might be a useful supplement. The novelty of this 
approach in Canada would pose considerations requiring further analysis. 


MANDATORY CANADIAN DIRECTORSHIPS IN ALL 
FOREIGN CONTROLLED FIRMS 


As pointed out in Chapter Twenty, a number of countries attach some 
importance to having their nationals elected to the boards of directors of 
foreign controlled firms in their jurisdiction. 

The feeling generally seems to be that this helps the foreign controlled 
firm to understand the economic, political and social environment of the host 
country and better to appreciate its cultural distinctions. It may also be 
intended to help integrate the foreign controlled firm into its host environ- 
ment and to enable it to contribute more effectively to the local economy. 

The question thus arises whether all foreign controlled firms ought to 
be required to elect a minimum proportion of Canadian citizens ordinarily 
resident in Canada to their boards of directors (say one-half). If a review 
process were established, legislation could be enacted directing the review 
agency to reject foreign investment proposals where the requirement for 
Canadian directors was not complied with. Other ways of achieving this 
objective might also exist, such as requiring by law that all foreign controlled 
firms incorporate federally, requiring as a condition of such incorporation 
that a designated proportion of the directors be Canadian citizens resident 
in Canada. 

An alternative to this possible policy element would be to provide that 
the review agency could take account of the willingness of foreign firms to 
have Canadian citizens serve as directors as a further factor to be weighed 
in considering proposed investments. Provision for Canadian directors would 
then not be a mandatory requirement, but simply one factor to be taken 
into account. 
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The election of Canadian directors in itself is not a step of great signifi- 
cance. The Canadian director can simply be the figurehead for the parent 
company’s management or he can be someone of independent strength and 
standing. 

The possibility of achieving stronger representation might be reinforced 
by a requirement that Canadian elected to the boards of foreign controlled 
firms come from outside the company. 

Although it is unlikely to be of major significance, mandatory provisions 
relating to Canadian directors could possibly contribute in some measure to 
an improvement in the performance of foreign controlled firms—particularly 
if this step were adopted in conjunction with other approaches that have 
been raised for consideration throughout this study. 


SEPARATE ELECTION OF CANADIAN DIRECTORS 
BY CANADIAN MINORITY SHAREHOLDERS 


It has been suggested above that one option for Canadian public policy 
could be a moderate bias in favour of Canadian minority shareholdings in 
foreign controlled firms. If this policy were adopted, it is important that the 
interests of Canadian shareholders should be adequately protected. 

There are times when the interests of the Canadian subsidiary may 
differ from the global interests of the MNE. At such times—assuming that 
there are no Canadian shareholders—it is easy for the MNE to put its overall 
interests first. 

If there are Canadian shareholders, however, it would be important to 
make sure that the foreign parent acts in a way that would best serve their 
interests. Indeed, if there are minority Canadian shareholders as a result of 
the policy of the federal government, the latter has even more responsibility 
to provide adequate protection for those shareholders. 

One way to help provide this protection is by requiring that Canadian 
shareholders have the right separately to elect Canadian directors. In the 
event that the interests of the Canadian shareholders were not protected, 
these directors could be dismissed by the shareholders. 

This kind of proposal, involving two categories of directors, is not 
without some precedent. Under the Canadian and British Insurance Com- 
panies Act, one group of directors of non-mutual insurance companies is 
elected by policy holders to represent their interests, while another group of 
directors is elected by shareholders. 

While the arguments in favour of legislating minority Canadian share- 
holdings do not appear to be very strong, consideration should be given to 
providing appropriate protection for Canadian shareholders if it were decided 
to follow this course. 


CONCLUSIONS 


While it may well be impracticable, the logic of the argument in favour 
of the role that can be played by Canadian directors on the boards of foreign 
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controlled companies raises for consideration the question of whether gov- 
ernment itself should be empowered to appoint some directors of very large 
multinational enterprises operating in Canada, for the specific purpose of 
representing the public interest. 

If a review agency were established, it could be empowered to take 
account of the proportion of external directors who are Canadian citizens 
ordinarily resident in Canada. Alternatively, legislation could be passed re- 
quiring all foreign controlled firms to elect a minimum proportion of Canadian 
citizens ordinarily resident in Canada as external directors. In the event 
that revisions to the Canada Corporations Act are implemented in a way 
which would oblige directors to take greater responsibility for corporate 
affairs, this might have some modest, favourable impact upon the Canadian 
economy. 

Finally, if legislation were adopted that strongly endorsed the desir- 
abilty of foreign subsidiaries making available equity to minority Canadian 
shareholders, consideration should also be given to ensuring that the interests 
of these minority shareholders are sufficiently protected. One component of 
this could be to allow Canadian minority shareholders to elect directors sepa- 
rately from foreign shareholders. 
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Appendix A 


NOTES ON “REPORTING SUBSIDIARIES” DATA 
AND THE RELATIONSHIP TO OTHER INFORMATION 


At several points in this study, data are used from the Department of 
Industry, Trade and Commerce (IT&C) publication, “Foreign Owned Subsid- 
iaries in Canada”. This annual publication contains statistical information 
obtained from selected foreign owned companies in Canada. The gathering 
of this information followed from a letter addressed to these companies by 
the then Minister of Trade and Commerce, the late Honourable Robert 
Winters. In this letter, Mr. Winters set out twelve guiding principles of good 
corporate behaviour and invited subsidiaries to provide information on cer- 
tain aspects of their operations and financing relating to these guidelines. 
They have been referred to in this study as the “reporting subsidiaries”. 

Following is an outline of the data obtained through this programme 
and their comparability with the data in certain other statistical series. 


COVERAGE 


The survey covers about 970 non-financial companies incorporated in 
Canada which are either directly or indirectly owned by one foreign parent, 
i.e., a foreign parent owning more than 50 per cent of the voting stock. The 
information on these companies is colected from about 330 respondents who 
file consolidated reports covering their own companies and, where appropri- 
ate, their majority owned subsidiaries. Response is voluntary, since there is 
no legislative authority to collect the data. The companies surveyed all have 
assets in excess of $5 million. The panel of companies surveyed has changed 
little since the survey was instituted in 1966. In a few instances, eligible 
companies did not report and there are also a number of large new companies 
that commenced operations since 1966 which are not included. 


DATA 


Data on operations, such as sources of income, details of expenses and 
dividends declared, are collected annually and cover the corporate fiscal 
period, which may differ from the calendar year. 


519 


Data on financing are collected on a quarterly basis and published 
figures represent transactions in the calendar year. All data are on a con- 
solidated basis, thus inter-company transactions between the various com- 
panies included in the consolidation are netted out. All data are as re- 
corded in the corporate accounts. 


COMPARABILITY OF STATISTICS 


(a) Statistics on overall foreign control or ownership in the economy 
are presented by CALURA and Statistics Canada balance of payments series. 
The coverage of the “reporting subsidiaries” in terms of the total assets 
of the companies reporting is less than that of the other two series for the 
following reasons: 

(i) The size cut-off is much lower in both the CALURA and balance 

of payments series. 

(ii) The Statistics Canada series designates companies as foreign 
controlled if the majority of voting rights is held by non-residents, 
regardless of whether or not that majority resides in a single foreign 
country and regardless of whether or not a foreign parent exists. 

(ii) The balance of payments figures include certain companies 
where foreign control with less than fifty per cent ownership is 
apparent. 

(iv) The CALURA series is on a non-consolidated basis, thus transactions 
between affiliated companies in Canada—particularly in regard 
to sales—are included, while in the 1T&c series they are netted out. 

(v) The 1T&c survey covers a relatively fixed panel of companies and 
a number of new large companies commencing operations in recent 
years have not been added. 

(vi) The Ir&c survey is voluntary, while Statistics Canada collects data 
under statutory authority. In a few cases, eligible companies have 
not supplied data for the IT&C survey. 


(b) Exports and Imports are recorded by Statistics Canada in Trade 
of Canada. In theory, data on exports for Trade of Canada purposes are 
f.o.b. point of consignment and are intended to exclude all charges. Im- 
ports, according to the Canadian Customs Act, should be valued f.o.b. point 
of shipment in the country of export. Statistics Canada endeavours to 
ensure that f.o.b. values are used, but trade statistics are not always re- 
ported in this manner. 

Figures from the survey of “reporting subsidiaries” are as recorded on 
the books of the company. In the case of imports, these probably include 
Canadian duties and transportation costs within Canada, with the result that 
statistics from this survey would reflect higher figures for comparable imports 
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than would Trade of Canada. In the case of exports, the valuation procedure 
is not clear; they may be f.o.b. plant, delivered cost or some intermediate 
cost. 

The IT&c figures include only direct exports and imports by the com- 
panies surveyed and do not include any such transactions through interme- 
diaries not covered in the survey. Thus, total value of both imports and 
exports by the responding companies tend to be underestimated. This is of 
particular significance in the case of natural gas exports, which largely origi- 
nate with foreign owned companies but are exported through a Canadian 
owned intermediary. Similarly, a significant amount of imports of capital 
equipment may be through Canadian based intermediaries. 

While there are no completely comparable series available for Canadian 
owned companies, some indication of the importance of the volume of 
business carried out by respondent companies may be gauged by com- 
parisons with other published series at the aggregate level. For example, 
in 1968 the Trade of Canada series (DBs—65-000) reports total exports 
of $13,624 million, while the “reporting subsidiaries” reported exports of 
$5,541 million, a 41 per cent share. In the same year, total imports were 
$12,358 million, as against $4,966 million (or 40 per cent) reported by the 
“reporting subsidiaries”. However, as pointed out above, the values of exports 
and imports reported by these subsidiaries include only direct transactions and 
do not include transactions through intermediaries not covered in the survey. 
Thus, these reported values tend to be underestimated. 

(c) No statistically accurate information is available on overall exports 
and imports industry by industry. Estimates have been made largely by 
arbitrary allocation of exports and imports to certain industries on the basis 
of products exported or imported. The usual basis for allocation of the 
import data is to record the commodity import in terms of the industry that 
might be expected to produce it in Canada. Therefore, they represent for the 
most part, imports of products of a type produced by the industry (or poten- 
tially so) and should not be construed as indicating those products which are 
imported by the industry for further processing. Since import data from the 
guidelines survey represent actual purchases by firms allocated to the industry, 
the two series are not comparable. 

The survey of “reporting subsidiaries” classifies companies by broad 
industry groupings based on the principal products produced and the total 
exports and imports for reporting companies in each industry classification 
are shown. Since reporting companies may produce a variety of products, 
particularly where they represent a consolidation of several companies, and 
similar products may be produced to some extent in companies classified in 
other industries, comparisons between the two sets of statistics are open to 
considerable questions. The comparison is further affected by the variation in 
methods of evaluation, as noted previously. 

(d) Various estimates of sales by industry are published by Statistics 
Canada. There are also series which may be considered proxies for sale, 
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such as the census of manufacturers, which contains figures on factory ship- 
ments at an establishment level. CALURA and the Business Finance Division 
of Statistics Canada publish sales figures on a corporate level. CALURA sales 
data is on an unconsolidated basis, whereas Business Finance sales figures 
are consolidated. The sales figures given for the “reporting subsidiaries” are 
largely at a consolidated level, that is they include the reporting company 
and its majority-owned Canadian subsidiaries. Since the higher the level of 
consolidation the more netting out of intra-corporate sales, the subsidiaries’ 
sales would be recorded at a lower level than the same transactions recorded 
in other series. The comparison of industry sales is further affected by 
classification problems involved in allocating a multi-company enterprise to 
a specific industry. 

According to CALURA, total sales of non-financial corporations for 1968 
amounted to $1.04 billion, while those of the “reporting subsidiaries” re- 
sponding to the survey were $22,718 million (22 per cent). Conceptual 
differences are present in this comparison in that the former series has a much 
lower “cut-off” and the information is collected from the companies con- 
cerned on a non-consolidated basis. The latter difference has the effect of 
understating the coverage of the subsidiaries in terms of CALURA coverage. 

In comparing the reported total sales of the respondent companies with 
those of “50 per cent or more foreign owned”, as published by CALURA, 
the same two above-mentioned factors are present, together with the further 
conceptual difference of “SO per cent or more foreign owned”, vis-a-vis 
“more than 50 per cent owned by one foreign parent”. However, such a 
comparison shows the respondents accounted for some 55 per cent of the 
sales quoted in the “SO per cent or more foreign owned” category of the 
CALURA report for 1968. 

When the data are broken down into industry group level, the re- 
spondents’ coverage of the category differs widely between groups, ranging 
from very high in transportation equipment down to very low in wholesale 
trade and mining and primary metals. In the latter industry, low coverage 
is to some extent due to the effects of conceptual differences between the 
survey and CALURA. The guidelines survey excludes companies which, al- 
though more than fifty per cent foreign owned, have no single parent owning 
more than fifty per cent of the voting stock, thus excluding widely-held foreign 
companies and also joint ventures in which no single company owns a 
majority of the stock. 

Table I (p. 523) shows coverage by industry group, with the CALURA 
date re-arranged to match the survey’s eleven industry groupings. 

It should be borne in mind that if the data on “reporting subsidiaries” 
were collected on a non-consolidated basis, coverage in terms of sales by 
industry groupings would no doubt be different. Some paper companies 
(presently classified to pulp and paper) have wholesale subsidiaries. This 
tends to underestimate the coverage in wholesale trade but, because of the 
netting out of inter-company sales, does not overstate the coverage of the 
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pulp and paper group to any significant degree. In other cases, for example, 
oil companies with subsidiaries in the chemicals industry, whose total sales 
are presently included in the gas and oil group, overstate the coverage of 
the latter and understate the coverage of the chemicals group. 


TABLE I 


PROPORTION OF SALES OF COMPANIES 50 PER CENT 
AND OVER FOREIGN OWNED (CALURA) ACCOUNTED 
FOR BY THE “REPORTING SUBSIDIARIES” (1968) 


Industry Group Per Cent 
Miming-and: Primary Metals: se esers eee en ee 26 
asad ‘Oue Ait eee ney ue hee ae SU Raat et 86 
Machinery and Metal Fabricating 2.22. sce0228cceocscecsenssccue. 52 
irans portation Pquipmichter es te ee ee 93 
| Bg Cor: BR Rema AN le 0as oh WR OE oa ea ae EW OC at 76 
CETERA pare Aan co te ie OA Bie Lhe 5 on ee Ae Le ten ee oF, 67 
POO ADCIBCVETALC Ce, tems Go ee Sek lg ohn Oe Ya 81 
Ulan Papers eee nee ee te een dee ee = 71 
WUT MANULAC HMI G eee ae ete eee en? oy eee ol | 49 
WV HONESAIE Str. te cto erat ser tor cet Sa Se ae Ug 17 
Other Not-Manutacturing..101.2).ece et ees 34 

EO fell spear e isl aie Se nee eens RON! Oe ea ee, 55 


Regardless of the inconsistencies present between the two series, it is 
considered that, in general, the figures give a reasonably good measure of the 
survey respondents’ share of the foreign owned non-financial sector. 
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